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Report of the President of the 
American Institute of Accountants* 
By Cart H. Nau 


In performing the duties of the office to which you elected 
me one year ago, I have found more of joy than burden, more 
occasion for substantial personal satisfaction than discontent with 
the work incidental to a discharge of the obligations incumbent 
upon the president of the Institute. 

This has been due to the constant and wise support of the 
executive committee; to the faithful and intelligent work of the 
secretary and the treasurer ; to the loyal work of the various com- 
mittees and to the wise counsel and disinterested advice of that 
ever-increasing number of our membership of whom it pleases 
me to think as “the elders in Israel.” 

Of course, the governing and policy-determining body, which 
shapes the destinies of our Institute, is the council. The council, 
however, meets only three times a year. The duty of supervising 
and directing the growing work of the Institute falls to its officers 
and to the executive committee. Theirs is the responsibility, as 
well as the joy, of doing the things that they delight in doing; 
but to the secretary belongs the real burden of the work. It is, 
however, the privilege of the president annually to report upon 
the work and achievements of the Institute during the year and 
to invite your attention to its problems and its programme for 
the future. 

Manifestly it would be impossible for the president’s report 
to include mention of the many items of performance and plan- 
ning which are dealt with in the reports of the council, the execu- 
tive committee, the board of examiners, the treasurer, the sec- 
retary and the various standing and special committees. These 
should be read by every member of the Institute who would be 
informed concerning its activities and its accomplishments. 


“Presented at the annual meeting of the American Institute of Accountants, Sep- 
tember 20, 1921. 
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Perhaps the most outstanding feature of the year—one which 
marks a new departure and a new development in the activities 
of the Institute—is the organization of several subsidiary groups 
for the purpose of holding annual or semi-annual regional meet- 
ings. During the past year three such regions have been formed 
as follows: 

(1) A midwestern region, which held a meeting in Chicago 
in November and another in Detroit in April. This region com- 
prises the states of Ohio, Indiana, Kentucky, Michigan, Illinois, 
Wisconsin, Iowa, Minnesota and Missouri. It will hold its next 
meeting in Des Moines. 

(2) A region comprising the New England states, which held 
its first meeting in Boston in December and its second meeting 
in Providence in June. 

(3) A region comprising the former tri-state group of Dela- 
ware, Maryland and Virginia, with the addition thereto of some 
of the southern and southeastern states, which held its first meet- 
ing in Norfolk in June. 

These meetings were attended by from one hundred and 
twenty-five to over three hundred accountants, many of whom 
were not members. The committees provided most interesting 
and instructive programmes and the meetings were fraught with 
large possibilities for the good of the profession and of the 
Institute. 

It was the privilege of your president to attend and address 
the meetings held at Chicago, Boston and Detroit, and only a prior 
engagement, which involved the plans of others than himself, 
prevented him from being present at the Providence and Norfolk 
meetings in June. 

He also attended a meeting of the Pittsburgh Institute, which 
is working on plans to organize a region tentatively comprising 
the states of Pennsylvania, West Virginia and parts of New York 
and Ohio. 

The first region to be formed consists of states quite remote 
from each other. As this movement for regional meetings de- 
velops, it is not improbable that localities which are at present 
included in regions already formed may find it expedient to join 
with districts which are parts of other regions as well as with 
districts not yet members of a region, in the formation of new 
regions geographically more compact and more accessible to all 
the members residing therein. 
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As I apprehend it, these regional meetings are intended 
chiefly— 


(1) To facilitate more cordial intercourse between members 
of the Institute. 


(2) To establish and maintain a point of contact between the 
the Institute and accountants who are either now or may 
become eligible to membership in the Institute. 

(3) To afford an opportunity for the exchange of opinion 
upon questions of accounting and to listen to papers 
upon and discuss timely accounting topics. 


The most noteworthy achievement during the year was the 
publication of the Accountants’ Index. It is one of the most com- 
plete publications of its kind which I have ever seen; it is a per- 
fect mine of information, or rather sources of information, and 
should have a place in the library of every member of the Insti- 
tute. It is by far the most ambitious work yet undertaken by the 
library of the Institute and is a monument to the indefatigable 
industry and the broad accomplishments of its librarian. 

The library, operated with the income from the endowment 
fund, has become one of the most valuable of the Institute’s 
activities. Many of our members, I fear, have not yet discovered 
what an important and extremely valuable help the information 
service of the library can be to them in the daily practice of their 
profession. Let me again call this important service to your atten- 
tion and ask you to avail yourself of it should you not already be 
acquainted with what it can do for you. 

During the past year the Institute has taken over the publi- 
cation of THE JouRNAL oF AccouNTANCY. For this purpose a 
corporation called “The Journal of Accountancy, Incorporated,” 
was formed. The officers of the Institute are the officers of this 
corporation. We confidently expect that many of the distresses 
which were incident to the publication of the Journat will now 
be almost entirely obviated, and considerable improvement may 
be confidently expected in the business management of the maga- 
zine. The report of the committee on publication deals with this 
question. 

During the past year your president addressed several com- 
munications to the members, intended to enlist their help and 
coéperation to increase the subscription lists of the JouRNAL. 
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The responses to these requests have been magnificent, and I 
personally desire to thank you for your interest and to solicit its 
continuance. The JOURNAL is now under the control of the Insti- 
tute and can be made a valuable instrument not only to advance 
the interests of the profession, but also to increase the income of 
the Institute and thus to enlarge and promote its activities. 

In the absence of Mr. Goodloe and at the request of the Iowa 
society, the president appointed Mr. Gore to represent the Insti- 
tute in appearing before the Iowa legislature in a matter of some 
proposed legislation adverse to the best interests of accountancy 
standards which have been set by the Institute. I am sure that 
the thanks of the Institute are extended to Mr. Gore who is always 
willing to serve the profession when called upon and is well 
qualified to do so. 

The voluminous correspondence of your president requires no 
mention other than to say that while some of it may have caused 
him momentary anxiety, if not distress, the larger part of it was 
one of the delights of the duties of the office and was fraught 
with much joy in that it enabled him to help in forwarding the 
purposes of the Institute. 

During the year our membership has been increased by fifty- 
four members and sixty-seven associates. In addition to the work 
incidental to the examination of applicants for membership in the 
Institute, the board of examiners has examined the papers of 
1,414 candidates for C. P. A. registration. Thirty-six state boards 
of accountancy now codperate with your board of examiners by 
setting the Institute examination for admission to practise as 
certified public accountants in the cooperating states. 

It is my painful duty reverently to announce the death of ten 
of our members during the year. 

Remembering the wise prevision and the far-seeing states- 
manship of Mr. George O. May and the generosity of those who 
contributed to the creation of our endowment fund, I take 
especial pleasure in announcing a contribution to the fund by 
Mr. Ernest W. Seatree of $10,000.00 par value 3% per cent. 
Liberty bonds. After an association with us of some twenty years, 
Mr. Seatree takes up his residence in France and makes his de- 
parture the occasion to give tangible expression to his thankful- 
ness for the opportunities and blessings this country has afforded 
him and a token of grateful recognition of the benefits and help 
he has received from the Institute. 
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I doubt not that, from time to time, others in our membership 
will feel within themselves the urge to contribute to the growth 
of the endowment fund as a testimonial of their love for their 
profession and as a recognition of the benefits derived from their 
membership in the American Institute of Accountants, the or- 
ganized exponent of the profession in this country. 

The report of the committee on national charter was not at 
hand at the time of writing this report. Right action upon this 
question will tremendously affect the future of the Institute and 
the profession generally. May wise counsel and the highest order 
of statesmanship dictate the conclusions reached in deciding our 
action. 

Perhaps the most important matter to come before this meet- 
ing for discussion is the report of the committee on professional 
advancement, advance copies of which have been sent to each 
member of the Institute. 

This special committee was appointed by the president pur- 
suant to a resolution of the council following a discussion of the 
question of publicity at the general meeting last September and 
the adoption of a motion that it was the sense of the meeting 
that this topic should be given a special place on the programme 
for 1921. 

The report deals with a question upon which, sooner or later, 
the Institute must take a definite stand. It must sanction prac- 
tices which give great offense to a large number of professional 
men or it must incorporate a definite rule in its ethical code—one 
which it is prepared to enforce rigidly. The period of temporizing 
with this question is speedily coming to a close. 

The view of your president upon this question was expressed 
at the first regional meeting held in Chicago when he said: 

Accountants as a body insist that their vocation is a profession as dis- 
tinguished from a commercial pursuit. No body of professional practi- 
tioners can permanently lay claim to a professional status and engage in 
unprofessional practices. While individual practitioners may occasionally, 
perhaps persistently, violate the code of ethics of their profession, the 
development of the ethical precepts and rules of professional conduct 
adopted by the organized body of any profession must be such as to 
distinguish it and set it apart from ordinary commercial pursuits. 

It is my hope that substantial progress in dealing with this 
troublesome question will be made at this meeting. 

Since the last annual meeting the Institute has acquired its 
own building at 135 Cedar street, New York, and all the activities 
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conducted by it are now housed under its own roof. I think it 
may be assumed that the experimental period in the history of 
the Institute has been passed and that it is now safely to be 
counted among the established and enduring institutions of our 
time. With its own building worth approximately $100,000.00, 
with a growing endowment fund at present amounting to over 
$180,000.00, owning and publishing a promising magazine prop- 
erty and having an annual income adequate for its current opera- 
tions, it has acquired some of the attributes of permanence and 
the right to look forward to a life of expanding influence in the 
business world, of growing usefulness in the progress of our pro- 
fession and of ever-increasing helpfulness to its members. 
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Some Considerations Involved in the 
Valuation of Goodwill* 


By HerBert C, FREEMAN 


So many definitions of goodwill have been given by the courts 
and by writers on economics and accounting that it appears to be 
almost as futile to attempt a new definition as to quote those 
already on record. The subject is, however, one of considerable 
interest and the opinion may be ventured, with all respect, that 
a new interpretation, let us say, rather than a definition, of the 
term is not untimely. 

Stated as an asset in corporate banance-sheets, goodwill has 
been an object of grave concern to orthodox accountants since 
accountancy has been a profession. A natural repugnance to in- 
tangible, possibly ephemeral assets, combined with the feeling 
that the goodwill was inseparable from the business and, there- 
fore, should not be stated as a distinct asset, led conservative 
men to take the position that the item of goodwill in a balance- 
sheet was an undesirable one. As well set a price upon the 
specific properties of a material, as distinguished from the value 
of the material itself, as place a value upon that which converted 
a mere schedule of property and debts into the balance-sheet of 
a going concern. To those whose economic creed remained 
sufficiently undisturbed by more modern thought, goodwill might 
almost as well be regarded as a liability as an asset, for it repre- 
sented the inequality which would attract competition and thus 
in due course reduce the business to the inevitable dead level 
towards which was the trend of the reward of capital in all static 
communities. Viewed from this aspect, it was certainly an asset 
to be amortized as speedily as possible. 

Nevertheless the hard facts persisted that business men were 
willing to give valuable consideration to acquire goodwill, that 
the courts recognized that goodwill had a specific and separate 
value although inseparable from the business to which it adhered 
and accountants were frequently and continually called upon to 

etermine that value. In the series of industrial consolidations 
which took place during the period from 1860 on, the necessity 
for recognizing the variations between the proportions shown by 
the earning powers of the respective constituent businesses and 





*A paper read at the annual meeting of the American Institute of Accountants, 
September 20, 1921. 


247 



































= ee 











The Journal of Accountancy 








those shown by the tangible assets contributed by them to the 
consolidation resulted, apart from any other actuating motive, 
in the establishment of valuations for goodwill, so-called, which 
appeared in the balance-sheets of the consolidated companies, in 
many cases merged with the values of other fixed assets. 

Then followed the period of corporate promotions in which 
the manager-proprietor invited the investor-proprietor to take a 
participation in a business which he, the manager-proprietor or 
possibly his family for generations before him, had built up, on 
condition, however, that the goodwill value should be adequately 
recognized. 

A formula for the determination of the value of goodwill, 
applicable to such cases, had been generally accepted and given 
legal sanction, but very considerable latitude remained in the 
application of the formula, and nothing approaching uniformity 
of practice had been developed. This fact, in conjunction with 
the almost complete discretion given to directors, acting in good 
faith, to determine the value to a company of any property ac- 
quired resulted in goodwill valuations being set up which in many 
instances exceeded in amount the entire value of the tangible 
assets of the company. In a few cases the directors acted upon 
the strength of specific appraisals of the goodwill made by ac- 
countants. In the majority of instances, however, accountants 
were not consulted as to the value of the goodwill, which was 
determined by the bankers and confirmed by the appraisal of a 
committee of independent appraisers, generally merchants of 
high standing, upon whose report the directors acted. The value 
thus established accordingly had due legal authority to support 
it, in the sense that the courts would not question the judgment 
of the directors and that the stock issued for the property, in- 
cluding goodwill, would be fully paid and the validity of its 
issue upheld. There was, at any rate, nothing in the procedure 
which could in any way mislead an investor or a speculator, and 
an accountant could certify to the accuracy of the balance-sheet 
without any misgivings as to the goodwill valuation. So many 
elements enter into the determination of market value that it is 
perhaps incorrect to say that the stock market passed judgment 
upon the basis of capitalization of goodwill in each particular 
case in establishing the price-level for the stock issued, in effect, 
against goodwill. In a broad sense, however, this statement is 
probably justified. 
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Accountants thus became accustomed to accept, at any rate 
without protest, goodwill valuations in the determination of 
which they may have had no part and the amounts of which they 
in all cases might not be prepared to defend. That this is the 
case is evident from a table given in a study of industrial flota- 
tions made from Johns Hopkins University by Kemper Simpson 
(The Capitalization of Goodwill, pp. 44-45) in which is shown 
the “probable percent earned on the common stock, after deduct- 
ing preferred dividends from net profit,” in the case of forty- 
six companies in which on the average the preferred stock 
represented seven-tenths of the tangible assets. In two cases 
the percentage is zero; in eleven cases it is five per cent. or less; 
in twenty-one cases it is between five and ten per cent.; in five 
cases it is between ten and twenty per cent.; in six cases it is be- 
tween twenty and thirty per cent. and in one case it is over thirty- 
per cent.—obviously too great a variation to be capable of sub- 
stantiation by a uniform rule, uniformly applied. 

It is to be feared that in the minds of many the item of 
goodwill in the balance-sheets of these companies was looked 
upon as merely a “balancing figure,” of no particular signifi- 
cance, although understood to bear some relation to “earning 
power.” The possibility that investors, small investors particu- 
larly, might be misled by the sale of certificates representing 
stock of so many dollars’ par value, issued for a mixed aggregate 
of assets of which intangibles constituted a predominating or 
considerable part, did, indeed, lead to the passage of no-par-value 
stock laws in New York and several other states, it being one 
of the manifest intentions in the minds of the authors of these 
laws that stock of this character should be issued in the acquisi- 
tion of property of which the value was so much a matter of 
arbitrary determination that no definite measure for it could be 
established. Whether this has been accomplished with any 
beneficial effect so far as the small investor is concerned does not 
enter into the present discussion. 

It may be conceded, however, that the corporation which 
carried no valuation for goodwill in its balance-sheet was 
generally regarded as being conservatively capitalized, while the 
one in which goodwill was carried at any substantial value was 
frequently referred to as having “watered stock.” 

From this point of view, then, the revenue acts of 1917 
and of 1918 penalized conservatism and put a premium on 
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“watered stock,” so-called, in permitting the inclusion of good- 
will in invested capital, within certain limitations, not only in 
cases in which “payment has been bona fide made therefor speci- 
fically as such in cash or tangible property” (when indeed there 
could be very little question of its exclusion), but also in cases 
in which it had, prior to March 3, 1917, been also acquired by 
the issue of stock. The sections of the law (title I, sec. 207 of 
the law of 1917 and title III, sec. 326 of the law of 1918) are 
too well known to call for quotation here. 

The principal limitation placed by the law upon the amount 
at which goodwill shall be included in invested capital is that it 
is not to exceed the actual cash value at the time of such purchase. 
Since in the vast majority of cases an independent cash offer 
for the goodwill at the date of purchase is not in evidence to 
substantiate the value at which it is sought to include the guod- 
will, the problem resolves itself into a valuation by formula or 
computation. The supplementary limitation placed by the law 
upon the value, viz: a maximum of twenty per cent. of the capital 
stock outstanding on March 3, 1917, in the act of 1917, and 
twenty-five per cent. (including other intangibles) under the act 
of 1918, might appear to render the determination of the actual 
cash value a matter of secondary importance, but the revision 
of tax returns for the year 1917 and subsequent years now in 
progress by the treasury department is being made on a basis 
which indicates that the proof of actual cash value is not to be 
regarded as any perfunctory matter. The point of view is some- 
what changed. Most of the legal cases having to do with the 
valuation of goodwill arise from the desire of state governments 
to establish a value of goodwill in taxing the estates of decedents ; 
now the federal authorities are interested in ameliorating the 
gross inequity arising from the failure of the law to permit any 
valuation of goodwill in cases in which no capital stock had been 
issued for it and, incidentally, in collecting taxes. Accountants 
on the other hand are taking a distinctly more liberal view of 
goodwill. One is strangely reminded of Pope’s line concerning 
the “monster of so frightful mien” which “we first endure, then 
pity, then embrace.” The embrace, however, must be given and 
received with due decorum. One must not permit a tax law or a 
series of tax laws to change him into a philanderer, even with 
intangibles! The question of the valuation of goodwill must be 
looked at from a strictly disinterested point of view, not with 
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regard solely to taxes, and our reasoning on the subject must be 
as nearly abstract as the case will permit. 

The time is opportune, however, to reconsider somewhat the 
nature of goodwill and to examine the basis or bases for its 
valuation. 

The conception of goodwill has undoubtedly grown broader 
from time to time, the extension of the idea apparently following 
to some extent the increasing complexities of modern business, 
with the consequent application of the term to conditions of the 
most varied character. A tendency would appear to have de- 
veloped to treat goodwill as synonymous with earning power to 
the extent that such earning power exceeds the ability to yield a 
certain arbitrary rate of income upon the tangible capital invested 
in a business. The development has taken place to some extent 
in a circle: the ordinarily accepted measure of the value of good- 
will in its simple form was some multiple of the excess of 
the average profits over interest on capital and management re- 
muneration; therefore excess earning power and goodwill were 
one and the same thing. The degree of fallacy involved in this 
method of approaching the subject has undoubtedly resulted not 
only in the valuation as goodwill of earning power arising from 
causes entirely unrelated to goodwill, but also in failure to 
recognize the existence of goodwill of undoubted value in cases 
in which, for one reason or another, the customary formula 
yielded no result. Before proceeding to discuss some matters 
of detail arising in connection with the valuation of goodwill 
according to the method generally accepted, the considerations 
particularly involved in some of these special cases will be 
mentioned. It will be seen that the same questions arise, 
though they are generally disregarded, in almost every case of 
valuation. 

Let us first refer to certain of the definitions of goodwill 
which have been accepted as authoritative. Lord Eldon said in 
the earliest case recorded dealing with goodwill — Crutwell v. 
Lye (1810. Ves. 335): “The goodwill which has been the 
subject of sale is nothing more than the probability that the 
old customers will resort to the old place.” Lord Cranworth 
said in Austin v. Boys (1858, 27 L. J. Ch. 714): “When a trade 
is established in a particular place, the goodwill of that trade 
means nothing more than the sum of money which any person 
would be willing to give for the chance of being able to keep the 
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trade connected with the place where it has been carried on.” 
Lord Justice Lindley said in The Commissioners of Inland 
Revenue v. Muller, Lim. (1901, A. C. 217): “Goodwill regarded 
as property has no meaning except in connection with some 
trade, business or calling. In that connection I understand the 
word to include whatever adds value to a business by reason 
of situation, name and reputation, connection, introduction to 
old customers, and agreed absence from competition, or any of 
these things, and there may be others which do not occur to me.” 

Mr. Justice Story says “goodwill may be properly enough 
described to be the advantage or benefit which is acquired by an 
establishment beyond the mere value of the capital, stock, funds 
or property employed therein, in consequence of the general 
public patronage and encouragement which it receives from con- 
stant or habitual customers, on account of its local position or 
common celebrity, or reputation for skill or affluence, or punctu- 
ality, or from other accidental circumstances or necessities, or 
even from ancient partialities or prejudices.” (Story, Partner- 
ship, 7th ed., p. 99.) 

Lord Eldon’s definition, taken as a somewhat colloquial ex- 
pression—and it seems to some extent to have been so intended— 
covers the ground as effectively as any of the others. All the 
legal definitions indicate very clearly that the thought in the 
mind of the court was the essential identity of goodwill with 
reputation, commercial standing, location and all other favorable 
conditions leading customers to deal with a business. There ap- 
pears, however, to be only the authority of custom to bridge the 
gap between the definition and the almost invariable acceptance 
by the court of the rule that the value of the goodwill is measured 
by some multiple of the excess of the average annual profits for 
a term of years past over interest on the average capital employed 
during that period and management remuneration. In a retail 
business of a simple character this rule, it is true, may be an 
entirely acceptable one, but the least departure in the nature of 
the business from stereotyped form involves immediately the 
possibility either that what is being valued is something other 
than that covered by the definition or that the rule of valuation 
is being extended to cover cases to which it does not apply, 
except with such reservations as practically to call for a new rule. 

It appears to be illogical, in the first place, to value the trade 
connections of a business, not in terms of volume of business or 
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number of customers, more particularly not in terms of the 
growth of these factors over a period of years, but, instead, on 
the basis of a net resulting profit from the business, to the pro- 
duction of which a number of circumstances may have contrib- 
uted which have no direct bearing upon the continued enjoy- 
ment of public patronage or trade connections. 

Let the case be considered of two stores in a town, located in 
equally favorable positions, enjoying approximately equal advan- 
tages and handling substantially the same amount of business 
at the same rate of profit. Let it be assumed that the manage- 
ment of one of these stores decides upon a definite policy of 
building up trade by various means which involve for the time 
being increased expense or reduced gross profits, and that the 
other store is satisfied to make the same profit upon its old 
volume of business. The two stores might, over a series of years, 
continue to earn the same amount of profit as before, and yet it 
could hardly be contended that the business which had attracted 
more customers and built up its volume of trade had not meas- 
urably increased its goodwill over that of the more conservative 
store. The objection may be made that in order to hold the 
increased volume of trade the more progressive business must 
continue to operate at the restricted percentage of net profit and 
that accordingly its goodwill, though admittedly greater in terms 
of the legal definition, has no greater value than that of the other 
business. This, however, is theoretical and not consistent with 
general experience. The net profit of the growing business will 
tend eventually to outstrip that of the other. A more valid ob- 
jection might be that a part of the expenses of the growing 
business should not be charged against income for determination 
of goodwill. Under the conditions assumed the increased expense 
or loss of revenue would probably not be represented by any 
specific item or even group of items, and this objection is in 
reality a recognition of the weakness of the accepted formula. 

On the other hand, it is a well-known fact that although the 
profits of retail establishments at any rate did not diminish during 
the war period, the increased amount of business on which these 
profits were earned represented a smaller number of transactions 
with an actual loss in number of customers. It is a notorious 
fact that a real and effective ‘buyers’ strike” set in in 1920 
directed mainly against the retail stores. Without in any way 
going into the merits of the case, it will surely be admitted that 


253 








The Journal of Accountancy 








the goodwills of retail businesses generally were never weaker 
than at the close of a period when, measured according to the 
conventional method, they would have shown the highest valua- 
tions. 

In certain specific trades, the value of goodwill is based 
entirely on volume of business—in the case of saloons (chiefly 
under English practice) upon the volume of purchases and in the 
case of dairies upon the volume of sales. It may be a factor in 
these cases, first, that the volume is much more definitely deter- 
minable than any other element and, second, that given a certain 
volume, the normal profits can practically be computed by any- 
one familiar with the business. These instances are rather ex- 
ceptions to the general rule. It is my opinion, that the value of 
goodwill is rather to be based upon the capitalized value of the 
normal net profit per unit sold, computed on the number of 
units sold during the last fiscal period, increased or decreased in 
the proportion which the number of units sold during the last 
period bears to the average for, say, the last five periods, or 
which the average for, say, the last three periods bears to the 
average for the last five or seven periods. This suggestion is put 
forward somewhat tentatively and perhaps to some extent as a 
basis for discussion. It is submitted, nevertheless, to serve as an 
indication of some measure of value which corresponds more 
accurately to the particular subject of valuation, unless goodwill 
is frankly to be identified with capitalized value of excess earn- 
ings based upon past performances. Unless some formula con- 
structed broadly upon the lines indicated, or with the same object 
in view, is adopted, it is difficult to see what can be the validity 
of any valuation of goodwill determined, for example, upon the 
basis of results shown by the trading of the past five years. 

It is recognized that the formula suggested in itself raises 
points of difficulty. The determination of the proper unit may 
in certain cases present an obstacle, but very few businesses are 
operated without the development of statistical data based upon 
units of quantity, measurement or activity and these will readily 
lend themselves to the purpose in view. 

As to what constitutes the normal net profit per unit some 
difference of opinion may exist. The figure to be used is intended 
to represent the profit per unit in excess of interest on capital 
and management remuneration, under normal conditions, that 
is to say, with prices neither inflated nor over-deflated and with 
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properly balanced costs. This profit may be greater or less than 
the actual average during the period used to determine quantities, 
depending upon any abnormal conditions existing in the trade or 
in the particular business, or upon contemplated changes in the 
conduct of the business, but as far as possible the element of 
conjecture or estimate should be eliminated and actual results 
used. 

In arriving at both profit per unit, amount of capital upon 
which to charge interest and rate of interest to be charged, 
various points will present themselves for consideration. It is 
hoped that the comments which follow upon these points will 
be of interest, apart from the suggestions made with regard to 
the necessity for a revision in the orthodox formula, as bearing 
upon the determination of the figures required for the purposes 
of that formula. 

First with regard to the profits upon the basis of which the 
value of goodwill is to be computed, it is obvious that profits or 
losses of an extraneous character must be excluded in arriving 
at the base. Extraordinary profits upon the resale of raw 
material or, in the case of a retail establishment, upon the sale of 
merchandise in bulk must be excluded. As to whether losses of 
a similar character should similarly be excluded depends upon 
the circumstances in each case, it being necessary to determine 
what relation the original purchase bore to the regular trading 
account of the business and the conditions which demanded that 
a sale be made. 

The results of discontinued divisions of the business should 
be excluded but in doing this it is important to see to what ex- 
tent the fixed charges and expenses of the business were ab- 
sorbed by a distribution which threw any part of them against 
the portion of the business which requires to be disregarded, and 
to decide how far it may be necessary to reintroduce these ex- 
penses into the charges against the remaining departments. 

The necessity for the valuation of goodwill frequently arises 
in cases of reorganizations in which the values of assets other 
than goodwill are being restated. Leases formerly not carried 
at any value may be valued and set up; fixed property may be 
reappraised; mineral rights or timber lands may be increased 
from a nominal or low valuation to one based upon surveys of 
the property and estimates by engineers of its value; property 
formerly leased may be acquired in fee; and changes of various 
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kinds either in actual conditions or in statement of values sub- 
ject to depreciation or amortization may be made. In arriving 
at the profits upon the basis of which the goodwill valuation is 
to be determined, cognizance must be taken of all such charges 
and charges made for depreciation, amortization, depletion of 
minerals and timber and for rentals and other items based upon 
the new values and conditions rather than the old, since it is 
under these conditions that the income of the business will in 
future be determined. 

In the case of proprietary articles, where advertising is an 
important element of selling expense, it will frequently be found 
that much more intensive advertising is done in certain years 
than in others. An advertising campaign on a large scale is en- 
tered upon in one year or season with the object of giving the 
business great momentum. The expenditures for the succeeding 
year or two are on a more moderate scale and then before the 
momentum is lost a new campaign is undertaken. This method 
has undoubtedly lost favor during the past few years when 
equalization of profits from year to year has been so desirable 
from the taxpayer’s point of view, but where it is found to have 
been followed it is important that complete cycles of years from 
the point of view of advertising appropriation should be taken 
in the statement of profits for goodwill purposes. 

The question of the effect upon profits of shrinkage in mer- 
chandise values is one which presents some difficulty in consider- 
ing profits for goodwill valuation, and the unprecedented ex- 
tent to which this element enters into the accounts of practically 
every business during the past year and that now current will 
render it particularly necessary to decide whether or not it shall 
be ignored. In the valuation of goodwill for the capitalization or 
sale of a business, the problem would probably be dismissed, 
perhaps properly, by treating the years 1920 and 1921 as en- 
tirely abnormal and excluding them from the basis of the calcu- 
lation. In doing this, however, it will be necessary to consider 
whether or not the preceding years were not years of such ex- 
ceptional profit as to render them almost equally unreliable for 
the measurement of goodwill value. 

Cognizance should unquestionably be taken of ordinary fluc- 
tuations in merchandise values. They represent conditions which 
are inseparable from business operation and if goodwill is to be 
measured by excess earning power, they must be taken into 
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account. When it is remembered that the reduction in inventory 
value at the end of a period seldom if ever reflects the total 
shrinkage in value, some part of which is of necessity absorbed 
in the loss of gross profit on current transactions and, further, 
that appreciations in value, while never taken in inventorying 
merchandise, are nevertheless just as certainly absorbed in 
current transactions, it is evident that no justification exists for 
disregarding reductions in inventory values. 

The question of what is to be done with regard to the years 
1920 and 1921, however, cannot altogether be dismissed. Good- 
will will require to be valued as an asset of decedents in many 
estates falling in in 1921 and the years immediately following. 
The state is hardly likely to be willing to treat the profits of the 
war years as abnormal; and since the invariable practice in 
valuing goodwill in the surrogate’s court appears to be to capi- 
talize excess earning power (a method which in this class of 
cases, particularly, appears to present the possibility of injustice, 
since the skill of the decedent may have contributed to the result 
to a proportion not to be measured by an allowance for salary) 
it appears only equitable that the exceptional hazards should be 
set against the exceptional gains. 

In determining the amount of capital upon which an initial 
return is to be computed and charged against profits before ascer- 
taining the basis for goodwill valuation, adjustments must 
necessarily be made corresponding to those made in the amount 
of profits or in arriving at the profit per unit as indicated earlier 
in this paper; that is to say, the value of assets subject to depre- 
ciation, depletion, rental, etc., must be brought into harmony 
with the conditions which will obtain in the situation for the 
purposes of which the goodwill is being valued. 

The assets should be carefully scrutinized for any items of a 
character extraneous to the business. If a reserve fund is carried 
invested in gilt-edged securities, the return on which is lower 
than the rate of initial return which might reasonably be charged 
on capital invested, it is proper to exclude both principal and 
income from the bases of calculation. It is obvious, however, 
that as to investments or assets, even of an extraneous character, 
which yield an income substantially equal to a commercial return 
on capital, no purpose is served by eliminating them and the 
income upon them. 
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In considering generally the question of unproductive assets 
and of assets from which the income is negligible or which may 
even represent a dead expense, much caution must be exercised 
before it is decided to eliminate them. The ownership of such 
properties may indirectly contribute to the profits from the active 
part of the business. Interest may never be paid on the bonds of 
a country club owned by an hotel, but the country club facilities 
may be very strong factors in bringing patronage to the hotel. 
A theatre used for vaudeville or “legitimate” drama in a chain 
of motion-picture houses may be an unprofitable venture, but 
its ownership may prevent its use by other proprietors for 
motion-picture purposes in competition with one of the profit- 
able houses in the chain. Instances of this kind can be multiplied, 
and similar conditions affecting manufacturing and trading con- 
cerns will frequently be met. 

On the other hand, the question of treatment of investment 
in and expenses of carrying excess facilities for manufacturing 
or other purposes will in many instances need to be considered. 
A chemical company, let us say, constructs a plant for the manu- 
facture of some product of the nature of a proprietary article 
in which it has previously built up a business. A reasonable 
estimate can be made of the increased volume of business which 
can be attained in, say, five years and the company is advised to 
construct a building and put in underground tanks and pumping 
system, together with certain other portions of the required equip- 
ment, adequate to handle the expanding volume, leaving only a part 
of the machinery and appliances to be added to from time to time 
as the volume increases. The cost of insurance, maintenance and 
general overhead of the temporarily unused facilities is clearly 
not a charge against profits for the determination of goodwill, 
nor is interest on the excess capital invested to be deducted there- 
from. Even assuming that the valuation of the goodwill is re- 
quired for the purposes of a sale and that the facilities are at 
the time of the sale still in excess of the requirements of the 
business, the goodwill valuation should proceed upon the basis 
of the facilities actually employed from time to time and the 
purchaser should make a reserve against the combined appraised 
value of the property and goodwill sufficient to cover the carrying 
charges on the excess facilities up to the estimated date of their 
employment in the business. 
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Having determined the profits of the business and the amount 
of the tangible investment, the question of the rate of initial 
return to be allowed on the investment must be considered. The 
proper rate would appear to be the normal rate at which capital 
could be secured, representing the whole of the net tangible 
assets, at the date as of which the goodwill is to be valued. This 
will depend largely upon the ratio of the earnings to the assets, 
the nature of the business and the character of the assets. It is 
well recognized that there are certain limits within which capital 
can be raised by the sale of bonds, and certain other limits 
within which preferred stock can be sold and so on. These limits 
naturally vary very considerably at different times, depending 
upon the condition of the money market and of the investment 
market. If at a given time, for example, capital can be obtained 
for an industrial by the issue of a 7% preferred stock to the full 
amount of the tangible assets, provided the dividend has over a 
series of years been earned, on the average, at least four times, 
then seven per cent. would be a proper rate to charge on the 
tangible assets, upon the valuation of goodwill as of that time, 
where this condition as to earnings was met. If under other 
money-market conditions a five per cent. bond could have been sold 
to an amount equal to, say, forty per cent. of the tangible assets 
with a six per cent. preferred stock for a further forty per cent. 
and a common stock on which it was expected to pay ten per cent. 
issued for the balance of the tangible assets and the goodwill, 
provided certain ratios of earnings to interest charges and divi- 
dends could be shown, then six and one-half per cent., approxi- 
mately, would be a proper rate to use. The significant point is, 
that the conditions to be observed are those ruling at the date 
as of which the goodwill is being valued and not those existing 
at the time of any subsequent review of the valuation. This 
point is of special importance in connection with the valuation of 
goodwill as invested capital under the tax laws of 1917 and 1918. 
It must also be kept in view that the rate to be used must be one 
which is applicable to the entire amount of the tangible assets at 
the risk of the business. The legal rate of interest and the rate 
ruling on loans, even unsecured loans, is not necessarily any 
criterion. It is interesting to note, however, that in a number 
of decisions in the New York courts, the rate of six per cent. 
appears to have been adopted without question. On the other 
hand, the treasury department (Bulletin 10-20-777, A. R. M. 
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34) appears to consider ten per cent. a proper rate, which may be 
reduced to eight or nine per cent. in stable businesses—this without 
particular reference to the date as of which the valuation is to 
be made or the extent of the margin of safety as measured by 
the ratio of earnings to the required interest on capital. Apart 
from any other consideration, the actual facts attendant upon the 
capitalization of goodwill must be recognized, and if a preferred 
stock at a fixed rate of dividend was sold to third parties to an 
amount equal or substantially equal to the tangible assets, as 
happened in a great many cases, the rate of return on such pre- 
ferred stock should govern. 

In the absence of any such conclusive evidence, the nature 
of the assets as well as the ratio of the earnings to the tangible 
assets must be taken into account. For example, an investor 
would provide capital equal to the total tangible assets of a 
mercantile business at a lower rate if a substantial part of the 
capital were represented by a loft building, readily available for 
rental to other tenants, than if the entire tangible assets consisted 
of merchandise, accounts receivable and fixtures. The same 
would be true of a chain-store business in which a substantial 
part of the assets consisted of store properties located in various 
cities throughout the country. In other words, the freedom of 
any substantial part of the capital from the hazards of the par- 
ticular business would tend to attract capital at a lower average 
rate. A combination of a tannery with a shoe manufacturing 
plant, of a throwing plant with a silk-weaving mill, of a foundry 
with a machine shop are examples of cases in which the more 
ready adaptability of a part of the assets to general uses will tend 
to reduce the rate at which capital could be obtained for the 
more specialized business. 

There remains to be considered the percentage at which good- 
will should be capitalized, or, using the general expression, the 
number of years’ purchase to be paid for the goodwill. This is 
by far the most debatable point in connection with the matter of 
goodwill valuation, and the one as to which the greatest exercise 
of judgment is required. The problem has been somewhat 
complicated by the thought which has undoubtedly existed in the 
minds of accountants, that goodwill was an asset which had to 
be amortized, and the values set upon it have accordingly been 
fixed with the purpose of providing out of income for a proper 
return on the capital value and for the writing off of this latter 
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item. One writer on the subject even holds that if five years’ 
purchase of goodwill is paid, the goodwill should be written off 
in five years. This obviously provides for no return on the in- 
vestment in goodwill during this period. That this is fallacious 
is manifest from the fact that, other things being equal, the older 
the business the more stable is the goodwill value, although on 
the amortization hypothesis the goodwill should have disappeared 
in such a business, and only a business which had just reached 
maturity would have a goodwill, the value’ of which would in 
turn tend to disappear. It is true that mortality among businesses 
is by no means a negligible factor, but probably as many failures 
and reorganizations are due to the inadequacy of capital to handle 
the volume of business springing from an increasing goodwill 
as are due to the disappearance of goodwill. 

An important distinction to be considered in the valuation of 
goodwill is that between what may be called institutional good- 
will and goodwill which attaches solely to a particular product. 
Heinz, for example, could as easily sell one hundred and fifty- 
seven varieties as fifty-seven, and the goodwill would attach 
to them all. If the human race ever achieves the unhappy state 
of absorbing nutriment in tabloid form, Heinz will undoubtedly 
supply us with tabloids. On the other hand, the goodwill which 
attaches to the well advertised brand of “Danderine” does not 
in any way attach to the equally well advertised brand of “Cas- 
carets” which is a product of the same company, and neither of 
these brands helps or is helped by Bayer’s “Aspirin,” more re- 
cently acquired by the company. The goodwill of the proprietors 
of these branded goods cannot be said to be institutional. If we 
progress to the point where the race becomes independent of 
these remedies, the goodwill attaching to them cannot be trans- 
ferred to some product more appropriate to our requirements 
in that era. We have seen the goodwill of the name “Studebaker” 
survive the passing of the spring vehicle and even the sale of the 
farm wagon business and continue with a value many times 
increased as an institutional goodwill. These are by no means 
isolated cases but can be taken as representing a condition. It 
may, therefore, be accepted as a principle that the value of an 
institutional goodwill is worth a greater number of years’ pur- 
chase than a goodwill based on brands or trademarks. 

The goodwill of a business which is country-wide should be 
valued upon the basis of a greater number of years’ purchase 
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than that of a more localized business. The goodwill of a chain- 
store business, spread over a large number of cities, should be 
measured by a larger multiple than that of a single store or even 
of a chain of stores in one large city. The goodwill of a mail- 
order business, dealing with customers direct in all parts of the 
country, upon a basis which necessarily implies particular con- 
fidence on the part of the customer should similarly be measured 
by a reasonably large multiple. The goodwill of a single theatre, 
except where it has somewhat of a neighborhood or institutional 
character, may be small. ‘The play’s the thing!” But as one of 
a circuit or chain of amusement houses it may have a more per- 
manent value. 

In the case of any business, manufacturing or trading, it 
may perhaps be said that the following factors, in addition to 
those already mentioned, all tend to produce a goodwill of a 
relatively high number of years’ purchase: (a) a wide distribu- 
tion of product in proportion to the volume; (b) a wide diversity 
of products sold under one institutional or trade name; (c) a 
business in staple lines in general demand by the public, as dis- 
tinguished from one in specialties of limited use. 

Unless the effect upon the term of years’ purchase of good- 
will of the respective conditions of increasing, stationary or de- 
creasing volume is expressed by some modification of the usual 
formula on the lines suggested in this paper, it will be apparent 
that it must be dealt with as an independent factor. It would 
appear to be beyond question that the goodwill of a business 
showing a steady increase in volume and profits is worth a 
greater number of years’ purchase on an average of past profits 
than one showing more uniform volume and profit and, a fortiori, 
than one showing a declining volume and profit. 


Particular consideration must be given to the possible effect 
of legislation or tariff upon the future of a business. Other 
things being equal, a business which is little dependent on tariff 
protection will have a goodwill value measured by a greater 
number of years’ purchase than one which is more likely to be 
adversely affected by changes in tariff rates. The danger of a 
business being prohibited by law is one which would reduce the 
goodwill value possibly to a negligible amount. It would be 
impolitic in these days even to suggest any businesses which 
might be so affected! 
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A condition arising from a development almost within the 
present generation, in the form of business organizations, has 
to be taken into account in fixing the number of years’ purchase 
of goodwill, viz: that the more general adoption of the cor- 
porate form, the vast increase in the number of corporations of 
which the securities are distributed among a relatively large 
number of stock-holders, and the increase in the number of 
trained experts available for the management of properties, all 
tend towards greater possibilities in the perpetuation of enter- 
prises and the establishment of permanent goodwill. It is also 
necessary to recognize the fact that investments in goodwill, 
recognized and frankly expressed as such, are more sought after 
under existing conditions than under the conditions which ob- 
tained when many of the legal and accounting precedents by 
which we have been governed were established. An increase in 
demand is reflected in general by an increase in price. 

While the courts do not seem for the most part to have ap- 
_ proved valuations based on more than five years’ purchase, the 
court, on the second appeal of Von Au v. Magenheimer (126 App. 
Div. 257) held it not to be an error to refuse to charge that in esti- 
mating goodwill by the net profits the number of years cannot ex- 
ceed five, and in that case, in which the goodwill of a number 
of candy stores was involved, the multiple used was six years’ 
purchase. In valuing the goodwill of Tiffany & Co., the court 
approved a multiple of ten years’ purchase (Matter of Moore, 
97 New York 238). This case was decided as recently as 1916, 
and represents probably the maximum valuation which has been 
approved by the courts. 

The number of years’ purchase which can be applied to busi- 
nesses of various classes is not a matter upon which it is possible 
to dogmatize. No classification by kinds of business is possible, 
and each case, it would appear, must be considered on its merits. 
In view of the conditions to which reference has been made, 
however, it is felt that the approximate maximum of five years 
set by most writers on the subject is no longer justified. The ex- 
tension of this multiple to eight years or even in extreme cases 
to ten years is fully justified, having in view the stability and 
apparent permanence of goodwill values established under 
modern business conditions by many industrial corporations 
dealing on a national or an international scale in commodities of a 
staple character. 
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It will be recognized, it is hoped, that this paper attempts to 
deal with only one phase of the subject of goodwill and even 
as to that phase is intended chiefly to stimulate discussion of the 
subject. A very comprehensive and useful textbook on the 
general subject of goodwill will be found in Goodwill and its 
Treatment in Accounts, by Dicksee and Tillyard, though cer- 
tain opinions expressed in this paper will be found to be some- 
what at variance with these authors. The article on goodwill 
by Mr. Sidney S. Dawson in Lisle’s Encyclopaedia of Accoxnt- 
ing will also be found very interesting, and many of the 
standard textbooks on general accounting deal with the subject 
of the treatment of goodwill in accounts in a manner which 
renders unnecessary any reference to this aspect of the matter 
in a paper of this kind. 
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Classification of Surplus* 
By C. B. CoucHMAN 


Accountancy is concerned primarily with two broad classi- 
fications. The first of these is called assets and includes all 
property legally owned and controlled, legally enforceable rights 
to property and to service and certain other items occasionally 
inciuded with the assets for specific reasons, such as deferred 
charges, goodwill and other similar items. The second class con- 
sists of the various rights of persons to these assets. This class 
again divides into two groups, the rights of creditors, known as 
liabilities, and the rights of proprietors. Incidentally, it is grati- 
fying to note the increasing frequency with which this differ- 
entiation between liabilities and proprietorship is definitely dis- 
played upon a balance-sheet. 

Proprietors of corporations first aquire such rights because 
of a contribution of property or of services the value of which 
is presumably measured by the stock issued therefor. If the 
assets of a corporation at any time exceed the sum of the 
amount obtained from creditors and the amount measured by 
the outstanding capital stock, there must evidently be some 
credit account to measure such excess. Also there should be 
some accepted terminology whereby this excess may be desig- 
nated without fear of misunderstanding. It is in this sense that I 
am using the term surplus. 

It is unfortunate that in accountancy, as in many other sub- 
jects, words have been burdened with so many varying mean- 
ings. In case of many accounting terms there is no generally ac- 
cepted usage which can invariably be associated with them. To 
one man they mean one thing, to another man they mean an 
entirely different thing. To a certain extent this confusion of 
usage applies to the term surplus. In this paper I am using 
it in its widest sense, that is, to measure any excess of asset 
value which a corporation may have over the sum of its liabili- 
ties and outstanding capital stock. 

Also I am considering surplus only from the standpoint of 
accountancy principles, disregarding certain methods of classi- 
fication and treatment which are of interest only for invested 
capital purposes. Our present-day excess-profits-tax law has 
required certain differentiations in the handling of surplus, such 


*A paper read at the annual meeting of the American Institute of Accountants, 
September 20, 1921. 
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as those arising from revaluations as of March 1, 1913, which 
would not otherwise have been necessary or desirable. As it now 
appears that this law will be eliminated after January 1, 1922, I 
have excluded from this discussion any such classification for tax 
purposes. 

With regard to surplus the accountant is primarily inter- 
ested in its source, its measurement and its display. 


SOURCE 

It is desirable that accounting reports shall so classify and 
display corporate surplus that its source may be readily deter- 
minable. 

Since surplus forms a part of the proprietorship, it was 
either contributed to the organization by the proprietors them- 
selves or has accrued to their credit within the organization. 

Surplus may come from four sources: 


1. From contributions by the proprietorship. 

2. From gifts, awards or contributions from others than 
proprietors, where no corresponding service or value is 
rendered or liability created. These are so infrequent 
as to be negligible in our discussion. 

3. From the sale of capital assets. 

4. From profits or income earned in the operations of the 
business. 

A fifth classification as to source is sometimes made by 
applying the term surplus to the amount created by writing 
up or appreciating the book value of certain assets the owner- 
ship of which is still retained. For purposes of completeness 
I will discuss this so-called surplus arising from appreciations, 
though I think it is more conservative and more correct to 
give it some designation other than surplus so that interested 
parties may not be deceived as to its real significance. 


PaIp-IN SURPLUS 


A balance-sheet should display as a separate item any paid- 
in surplus as distinct from surplus accruing within the organi- 
zation. This paid-in surplus may have been contributed by the 
stockholders at the time of acquiring stock if the stock was 
issued to them at a premium. If the tangible assets turned in for 
stock have a value which is unquestionably greater than the par 
value of the stock issued for them there is created a paid-in 
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surplus. With regard to intangible assets, however, it is very 
doubtful if the accountant is ever justified in allowing a paid-in 
surplus account to be created. If any intangibles are taken at 
a value in excess of the stock issued therefor the accountant 
will have to write down the value of these assets or set up the 
excess as a reserve which shall be used to reduce the assets for 
balance-sheet purposes and will form no part of the corporate 
surplus. 

If a corporation reacquire its own stock at a discount a paid- 
in surplus is thereby created. The corporation pays out for the 
stock a less amount than was originally paid in therefor. These 
excess assets did not come from creditors nor from the opera- 
tion of the business. They therefore constitute true paid-in 
surplus the same as any other surplus contributed by stock- 
holders. 

CaPITAL SURPLUS 

Surplus arising from the disposal of a capital asset is of suf- 
ficient significance to justify a special designation. This may 
properly be called capital surplus. At least such terminology is 
frequently so applied. It is a true surplus like paid-in surplus. 
It is desirable that it shall be kept separate from the surplus 
arising from the ordinary operations of the business. Both paid-in 
surplus and capital surplus are legally available for dividends 
except in certain cases where such disposal of them may be 
limited by statute or contract. 


EARNED SURPLUS 
As to the surplus arising from earnings several differing 
usages prevail. Some organizations carry to the surplus account 
each period the net amount of profit or income as shown by 
the operating statement. From this surplus deductions are then 
made for any amounts disposed of, such as for dividends. 
Other organizations carry such profits in an account called “un- 
divided profits,” limiting the term surplus to an account to which 
certain sums are transferred periodically from the first account. 
This method merely subdivides the earned surplus into two 
accounts more or less arbitrarily. Some organizations in their 
annual balance-sheets use the term “undivided profits” to display 
that portion of the net earnings of the preceding period which 
has not been appropriated, transferring the undivided profits 

of other periods to the surplus account. 
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Portions of earned surplus may be set aside under many dis- 
tinctive headings to show the purposes for which they are ap- 
propriated, such as “reserve for sinking fund,” “reserve for 
betterments,” “reserve for new factory.” Any reserve set aside 
for the purpose of acquiring additional assets or for the pur- 
pose of liquidating liabilities is probably true surplus and 
should be grouped accordingly in the balance-sheet. 


> 66 


DiIsPLAY OF SURPLUS 


The accountant in his balance-sheet will probably desire to 
show separately each such subdivision of earned surplus, especi- 
ally if it be a subdivision authorized either by contract or by formal 
action of the board of directors. However, it is desirable that 
such subdivisions should be so grouped either by indention or 
otherwise that the total of earned surplus at the date of the 
balance-sheet may be displayed as a specific item or at least be 
readily ascertained. 

It is also desirable that in the balance-sheet the accountant 
should display surplus in such manner that the amount available 
for dividends may be readily ascertainable. All surplus which has 
been paid in or earned or has resulted from the sale of capital 
assets is presumably available for distribution as dividends un- 
less it has been definitely appropriated for some other purposes. 
That which is not available would include any balance of surplus 
resulting from appreciation of assets and all items of surplus 
which had been impounded by action of the board of directors. 

So far as reserves are concerned, there are only three possible 
places upon the balance-sheet for them -to appear: first, as a 
direct deduction from assets to which they definitely apply; 
second, as part of the analysis of the surplus portion of pro- 
prietorship; third, as liabilities. If such an item measures a 
true liability, it is questionable whether or not the term “reserve” 
should apply to it. One justification might be that such use of 
the word indicates that while the element was recognized as a 
true liability, the amount used was an estimate only, as in the 
case of a reserve for federal income taxes set up on a balance- 
sheet before the amount of this liability could be definitely as- 
certained. 

Earlier in this paper, I called attention to the fact that there 
is an increasing tendency on the part of accountants to make 
a marked differentiation in the display of liabilities as distinct 
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from proprietorship interest. The old-fashioned balance-sheet 
in which all credit amounts were tabulated one after the other 
upon the right hand side without marked grouping or classifi- 
cation has given way to the modern balance-sheet wherein the 
attempt is made to display definitely all those totals of classifi- 
cations which are of interest to the business world. Liabilities 
are subdivided so as to show the total of those of a current 
nature as distinct from those which are of a more permanent 
nature. The inclusion of capital stock obligations with the per- 
manent liabilities is giving place to the method wherein all 
proprietorship measurements are grouped together, cumulating 
in a total which displays in one amount the net excess of all 
assets over liabilities. 

In the case of par-value stock this total will usually consist 
of the items representing capital stock plus the surplus items, or 
minus deficits, if there be any. The total proprietorship item 
above referred to is sometimes given a definite designation such 
as “book value of capital stock” or “net worth.” Influenced 
by a no-doubt-praiseworthy idea of giving his client full money’s 
worth, the accountant has frequently gone farther than this, and 
has parenthetically shown what he alleges to be the “book value 
per share” which he obtains by dividing this total amount by the 
number of shares of stock. If the stock is all common, this result 
probably is correct, but no doubt all of us have seen such display 
made in balance-sheets which contained both common and pre- 
ferred stock. Where there are two or more classes of stock 
differing in their rights and privileges, the calculation of the 
book value of each share may become a complicated procedure. 
Careful consideration must be given to the relative interests of 
each group of stockholders in each classification of surplus. For 
instance, preferred stockholders may have no dividend rights 
whatsoever in paid-in surplus, if such surplus came from the 
common stockholders only. The amount of earned surplus appli- 
cable to preferred stockholders will depend entirely upon the 
character and amount of the preference, whether cumulative or 
non-cumulative, whether participating or non-participating, and 
the amount which has already been paid to them in dividends 
since their preference became effective. Unless the question is 
one specifically applicable, I doubt the value of the effort such 
a display, to be correct, would necessitate. 
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APPROPRIATED SURPLUS 

Surplus fundamentally represents a fund which is under the 
direct control of the board of directors of a corporation save in 
certain instances, such as corporations of a financial character, 
where this authority is limited to some extent by statute. At 
times this authority may be further limited by contractual re- 
lations, such as bond issues wherein sinking funds are required 
to be set aside out of earnings. Aside from these limitations the 
boards of directors have practically free control over the surplus. 
By vote they may set aside certain portions of it for certain 
purposes, such as reserves for new equipment, reserves for con- 
tingencies and other reserves of a similar nature, thus impound- 
ing that amount of surplus and rendering it non-available for 
dividend purposes. This impounding is often more apparent 
than real. Usually by vote of the board they may reverse any 
previous action unless other persons are definitely a party there- 
to. Because a board of directors has set aside a certain amount 
as a reserve for improvements is no guaranty that this reserve 
will be continued, for at a later date the board may again by 
vote turn this reserve back into the general surplus fund. 

I think that this point is worthy of emphasis, as it is frequent- 
ly overlooked by business men. In fact one occasionally finds 
business men who are under the impression that the very term 
“surplus” involves a certain impounding or limitation of dis- 
tribution. Many business men who separate earned surplus into 
two accounts, one being called undivided profits or a similar 
name and the other designated as surplus, intend to convey the 
idea that the account called surplus includes amounts which 
it is their intention to retain in the business and that the giving 
of that name surplus serves notice to all concerned of such in- 
tention. At the present time the term surplus is used in such 
a variety of ways that it may or may not give to the observer any 
such idea as the one intended by these men. 

The question naturally arises as to whether or not it is 
desirable to indicate any such impounding. If a corporation on 
December 31st displays a balance-sheet showing a very large 
surplus and on the strength of this balance-sheet borrows cer- 
tain sums, there is in reality nothing to keep it from immedi- 
ately thereafter greatly reducing this surplus through dividends. 
If the directors should take such action it might be held that 
they have in a sense deceived the lenders of this money even 
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though they remain technically within their rights, both as to 
law and accounting. Because of this it might seem desirable 
to adopt a certain terminology for the funds which were intended 
to be withheld from dividends so that the mere use of such ter- 
minology would be more or less definitely a pledge on their part 
to retain these funds for the use of the business and for the 
protection of creditors. 

Such a definite impounding of surplus might at times prove 
undesirable, as occasion might arise when their credit would be 
greatly impaired and therefore their creditors’ rights be im- 
periled, unless dividends should continue to be paid regularly, 
and it might be that such dividends could not be paid without 
using some of this surplus, which, though rightfully available 
for such purposes, had been arbitrarily impounded at some pre- 
ceding date. I feel that this matter is one which deserves much 
study and consideration on the part of accountants. 


SurPLus From APPRECIATION 


Many organizations owning certain capital assets whose 
market value has greatly increased since they were acquired 
seem unable to resist the temptation to add this appreciated value 
to the book figures representing these assets. The credit amount 
thus created should not be merged with items of a different 
source but should be credited to an account called “surplus from 
appreciation.” If this be properly displayed upon the balance- 
sheet and be definitely separated from other classes of surplus, 
there is no reason why anyone should be deceived by it. A very 
important point in connection with this item is frequently over- 
looked. Accountants find that many clients in depreciating such 
appreciated assets treat the whole amount of this depreciation as 
a deduction from income. Unfortunately accountants have 
frequently failed to correct this error. Such depreciation must 
be divided into two parts. So much of it as applies to the cost 
of the asset may be properly considered as a debit to income, but 
the portion of it which applies to the appreciated value must be 
deducted from the amount of surplus from appreciation. 

A certain corporation as a result of an appraisal wrote up its 
assets several million dollars. Because of the circumstances this 
writing up was tolerated by the accountant. However, if the 
proper amount of depreciation of this increased figure based 
upon the estimated remaining life of the assets had been charged 
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against income it would have displayed a result which would 
have greatly injured the credit of this organization. Such result 
would have been incorrect also, as it is contrary to accounting 
to withhold from profits for purposes of replacement amounts 
in excess of the cost of the items replaced. The amount of this 
annual depreciation was divided into two portions bearing the 
same ratio as the excess of the assets bore to the amount of the 
appreciation. The first of these portions being debited to in- 
come was sufficient to extinguish the cost value of the asset at 
the expiration of its period of usefulness. The other portion 
being applied annually to the surplus created from appreciation 
reduced that amount to zero at the same date. Not only was 
this correct but it was logical. It withheld from profits for pur- 
poses of replacement an amount exactly equivalent to the cost 
of the assets. It allowed the assets to stand upon the balance- 
sheet at their appraised value during their usefulness, and it 
amortized the surplus created from the appreciaticn over the 
period of the useful life of the assets so appreciated. 


DoNnaTED STOCK 


One frequently finds, especially on the balance-sheet of a 
certain type of organization, surplus arising from the donation 
of capital stock. This account may be strictly correct, but one 
frequently finds that it appears at an overstated amount, due 
to the fact that it has not been reduced by the discounts resulting 
from the sale of this stock, or that it is of such a character that 
instead of appearing as a surplus item, it should have been used 
to write down the book value of the assets which were received 
for the original issue of capital stock. Usually it may be 
assumed that the donation of capital stock, if it follows im- 
mediately after the issue of such stock, is itself an indication of 
the fact that the assets for which the capital stock was originally 
issued were taken in at an inflated value. Such donated stock being 
listed as an additional asset results in a credit account carried 
under the name of stock donation or some similar terminology. 
As the donated stock account is converted into cash or other 
equivalent assets, any difference because of discount should ulti- 
mately be applied to reducing the amount of the stock donation 
account. When the stock is finally disposed of, the adjusted 
balance upon this stock donation account will presumably 
measure the net asset value resulting from this donation. If 
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. this time it is evident that the original assets were inflated, 
this inflation should be eliminated by a proper reduction on the 
one hand of the book value of such assets and, on the other 
hand, of the stock donation account. If this is not done, all or 
a part of this stock donation account will measure, not true 
assets, but a mere book inflation of assets, which would be con- 
trary to sound accounting and to conservative business policy. 

However, if the deflation above referred to has been properly 
accomplished and the original assets have been written down to 
their correct value, there may still remain a balance in the stock 
donation account. If so, this balance is true paid-in surplus, as 
it represents a contribution by the stockholders of actual asset 
value in excess of the capital stock issued therefor. 

Non-PAR STOCK 

The stock which is issued without par value is still so new in 
the business world that very few definite principles regarding 
the handling of the accounts which represent it have been 
evolved. This is especially true with regard to the element of 
surplus in its relation to non-par stock. 

It is quite generally accepted that the amount paid in for 
such stock shall be credited to the non-par stock account, and 
that undistributed earnings applicable thereto shall be carried 
in surplus accounts the same as for stock of a par value; but 
beyond this we find very little uniformity in practice. It has 
been held by some that any surplus attaching to non-par stock 
might be credited at once to the capital account, on the theory 
that the very purpose of the non-par stock is to show unit owner- 
ship only, without differentiation as to contributed value and 
earned value. Such treatment, however, would be questioned 
by an accountant. He would hold that such differentiation is 
essential for statistical purposes at least and would retain the 
capital stock account as the measure of the value of the con- 
tributed assets. 

Stock of no par value, just as par-value stock, may be re- 
acquired by the organization at a price differing from its origi- 
nal issue. In such case, there is created an element affecting 
surplus. The re-purchase of such stock at an amount in excess 
of the assets received for its issue reduces surplus accordingly. 
In like manner, surplus is increased by the re-acquiring of stock 
at a price below that of its issue. Such surplus becomes a paid-in 
surplus, even though it applies to a stock which has no par value. 
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If non-par stock is issued for a variety of prices, as may 
readily be true where its issue covers a long period of time 
during which developments have taken place that justify a con- 
stantly increasing price for the stock, the capital account at any 
time divided by the number of shares then outstanding gives the 
average value for all stock issued. Whether such average 
value should be used in the determination of the premium or 
discount on re-acquired stock or whether for this purpose one 
should use the price at which the particular shares re-acquired 
were issued is a debatable point to which accountants will prob- 
ably give further consideration before any definite rule will be 
adopted. 


CONSOLIDATED SURPLUS 


In consolidating the balance-sheets of affiliated or subsidiary 
corporations the asset item of investment representing the pur- 
chase of stock in subsidiaries must be eliminated, and in its place 
will appear the actual assets and liabilities of the company whose 
stock was purchased. The amounts so substituted may not agree 
with the purchase price. In fact they seldom do agree. Any 
difference must necessarily affect the consolidated surplus. If, 
in lieu of the investment asset, net assets of a greater book value 
are brought into the balance-sheet, the surplus account will be 
increased by the amount of this excess. In like manner it would 
be decreased if the substituted net assets were less than the 
investment asset. 

This change in surplus represents the net earnings or loss 
applicable to the investment and accumulated since the date of 
its purchase. For, presumably, any difference between the pur- 
chase price and the book value of the net assets so acquired at 
that date is covered by an adjustment of the consolidated good- 
will account. This latter adjustment was discussed very 
thoroughly by Mr. Webster in his paper before this institute a 
year or two ago. 

Also in consolidating balance-sheets, surplus may possibly 
be affected by adjustment of intercompany items and the elimin- 
ation of intercompany profit in the inventory. 


MEASUREMENT 


While it is theoretically true that the accountant should 
analyze all surplus as to its source and so display it, yet, 
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questions frequently arise as to whether or not such classifica- 
tion is accurate. For instance, if a capital asset is sold for more 
than its book value is this excess a capital surplus? May it not 
be that this excess was due to the fact that too high a deprecia- 
tion had been taken in the past? If so, the earned surplus has 
suffered to that exteut. May it not be that all or a part of this 
so-called capital surplus is nothing more than an adjustment of 
the earned surplus account? 

Again if the asset sold was one that had been contributed 
for stock originally, might not this excess really be paid-in 
surplus which the organization failed to recognize as such at the 
time of its contribution? Is it not true then that few, if any, 
of our classifications or our measurements are absolute? Is it 
not rather the fact that we are striving continually toward the 
truth rather than that we have been able exactly to reach the 
truth? There are very few statements of absolute facts in ac- 
countancy reports. In most cases the best that we can hope to 
do is to come as near to the truth as we are able, recognizing 
the fact that this is a progression which has no stopping place. 

No matter how completely the sources of surplus have been 
traced by the accountant, and no matter how intelligently he 
has displayed these classifications, there remains the vital fact 
that the value of his classification and display depends upon the 
accuracy of his measurement. What is the measurement of 
surplus? We have indicated that surplus is the excess of assets 
over the combined liability and outstanding stock of a corpora- 
tion. The measurement is then determined by the measurements 
of these other elements upon which the surplus depends. Surplus 
is not an element in a business the amount of which can be 
measured within itself or measured independently of the other 
elements of the business. One may perhaps determine the 
amount of cash of an organization or perchance the amount 
of a certain class of liabilities without consideration of the other 
balance-sheet elements. This is not true of surplus. Surplus 
then is not an element distinct within itself, but instead its value 
depends upon the combined measurements of all the other 
balance-sheet factors. The valuation of surplus therefore carries 
one back immediately to the valuation of assets. If a business 
man should ask any of the members of this institute to advise 
him as to this base of asset measurement the answer would no 
doubt be very definite. He would be told that any chose-in- 
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action should be valued at its face value less a reasonable reserve 
for non-collectibility; that inventory items should be valued at 
cost less any market depreciation that may apply to individual 
items. He would be told that fixed assets should be valued at 
cost less reasonable depreciation. These bases sound very logical 
and conclusive, but every one of us who practises accountancy has 
faced numerous problems where it has seriously stretched our 
sense of justice and of accuracy to apply these rules. There 
are many points constantly arising which do not seem to be fully 
covered by them. 

In Chicago a certain organization bought a tract of land 
many years ago for a price which now seems ridiculously small. 
Today this land is unquestionably worth a million dollars in- 
stead of the one hundred thousand paid for it. The directors 
desire to build an office building on that site and to float bonds 
to provide the funds. They call upon you for a balance-sheet. 
How are you going to display that real estate? Shall you accept 
the valuation of the real-estate experts and record it at a million 
dollars, thus dumping $900,000 into surplus, or shall you 
insist upon valuation at cost? If you record it at cost are you 
displaying with any degree of accuracy the real asset value of 
this corporation? Of course, they may form a new corporation 
and sell the real estate to this new corporation for a million 
dollars. In auditing the new corporation we would unhesitatingly 
value the real estate at cost, that is, at one million dollars. 
In reality are the assets of the new corporation worth one penny 
more than the assets of the old corporation? Have they by the 
juggling feat of establishing a new legal entity actually increased 
the valuation of their assets by 900% ? 

On the other hand if we accept appraisal instead of cost as 
a basis of valuing our assets, then what is there left in account- 
ing that would be dependable? Every man’s assets would then 
be listed at as much as some alleged expert might estimate that 
they were worth. Balance-sheets would cease to have any de- 
pendability. Some might perchance hold that we were justified 
in tabulating that Chicago real estate at its present value because 
it had been purchased say fifty years ago but would not consent 
to such appreciation if it had been bought say last year. With 
such a theory the question naturally arises if it is correct 
to accept a revaluation after fifty years but not after one year, 
at just what point between those two dates does the dividing 
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line apply? After just how many years does an illegitimate pro- 
cedure become legitimate? 

Let us take another illustration. An organization which has 
developed many patents and processes may through their opera- 
tion make a very large income, yet carry very few tangible assets. 
There are many such organizations whose annual income is 
several times their total tangible assets. Such an organization 
desires to borrow money at the bank, and asks you to prepare 
a balance-sheet. You list only the tangible assets but the directors 
say, ‘Here are our patents, our goodwill, what about them? They 
are worth millions to us.” The accountant says “You can list 
them only at what they cost you. You may capitalize the ex- 
penditures for obtaining patents, for advertising, etc., but that is 
all.” It is difficult to convince that organization of the logic of 
the accountant’s position. Usually before he is through con- 
vincing his client the accountant himself begins to doubt the 
logic of his own position. He realizes that he is illogical in 
valuing at cost assets in one organization which may have very 
little real earning power or usefulness to anyone and refusing 
to give any value to the accumulated results of the creative efforts 
of the organization just discussed. But he solaces himself by the 
thought that if we leave cost as the base of our valuation of 
assets, then where shall we stop? Cost seems to be the only 
landing place amid the hills and forests of commercial activities 
where we can make a safe descent. Leave it, and the sky is the 
limit, and there seems to be no place for us to rest without 
wrecking our whole scheme of value. These illustrations could 
be multiplied indefinitely but perhaps these are sufficient to in- 
dicate the fact that we have not as yet reached a perfect basis of 
valuation. The accountant is the last man who should drop 
conservatism and the last man who should become radical and de- 
part from an essential procedure until he has discovered one 
which is better. But on the other hand he should also be the last 
man to be content to accept any basis as final. The accounting 
profession must devote much thought to the developing of 
greater flexibility in the rules of asset value without sacrificing 
fundamental principles. Don’t ask me how this can be done. 
It is not a matter for any one of us or two of us to solve, but 
it is a question to which the accumulative efforts of the profession 
should find a satisfactory answer. 


277 











The Journal of Accountancy 








The measurement of surplus then depends upon the measure- 
ment of the elements which create it. Every adjustment in the 
valuation of any element affects surplus. Every change in the 
method of determining the book worth of an asset affects surplus. 
Every variation in the accumulating of nominal elements or oi 
policy in carrying a deferred charge affects surplus. Properly 
to determine the amount of surplus of a complicated organization 
involves a knowledge and a practical application of nearly every 
rule and principle of accountancy, and many of these are as yet 
indefinite or indeterminate. 

A study of any phase of surplus such as earned surplus makes 
us wonder whether or not we really know its characteristics. 
Earned surplus presumably is composed of profits that have been 
withheld from distribution. Why were they withheld? Were 
they withheld merely through choice or through necessity? 
Every accountant and every business man knows organizations 
in which the withholding was compulsory if the organization was 
to continue. If this withholding is compulsory then is it profit? 
We have been recording profit as the earnings of an organiza- 
tion which may be paid to the proprietors. Now if these amounts 
which we display upon our statements as earnings can not be 
paid to the stockholders without damaging the business, are they 
really classifiable as profits? How many organizations do you 
know which pay out in dividends all that the accountant shows 
as net income? Very few. They usually state that it is conser- 
vative to withhold a portion of this net income for one or the 
other of well-established reasons. 

It is not my intention to announce that I am ready to discard 
our definition of net profit or that I advise an organization to pay 
out all of its net profits as dividends. Instead I am trying again 
to emphasize the fact that even such elements as net profit 
which we are sometimes prone to regard as well defined in the 
accounting world—even to these, we as accountants must give 
constant consideration, must study them carefully, if we would 
aid in bringing our profession a little nearer to the true and 
correct presentation of the essential elements of business activi- 
ties and to fulfil as accurately as we can the function which the 
business world expects us to fulfil. 
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EDITORIAL 
A Word of Warning 


At the annual meeting of the American Institute of Account- 
ants held in Washington, September 20th, a representative of 
the solicitor of the bureau of internal revenue addressed the 
members of the Institute on a subject of so vital importance to 
the entire accounting profession and to the taxpayers of the 
country as a whole that we make no apology but rather express 
pleasure in the ability to present his remarks as most admirably 
expressing an opinion which should reach every member of the 
accounting profession. 

Mr. Angevine’s remarks are complete without comment. He 
said : 


“Members of the American Institute: It is rarely, if ever, 
that a member of the legal profession gets a chance to talk to 
a society of accountants. Of course, in the bureau of internal 
revenue, we get to hear a good many accountants and a good 
many lawyers. It appears that the chairman of one of your 
committees, Mr. President, called upon the commissioner of in- 
ternal revenue yesterday and requested him to appear before 
this body at one of your meetings. He was unable to do so and 
had requested me to say a few words on a matter which the whole 
treasury department is vitally interested in, and one which I 
know you gentlemen are vitally interested in, and that is the 
question of practice and enrolment of accountants, agents and 
attorneys to practise before the treasury department. I imagine 
that all of you are somewhat familiar with the questions and the 
problems which the treasury department is now confronted with 
concerning the admission to practice of individuals before that 
department, and I am pleased to say that in my experience with 
the treasury department for over a year last past we have had 
no difficulty with members of this organization in questions of 
practice before the department. However, some real problems 
do exist over there on the questions which relate not only to 
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attorneys but to accountants, and they are in connection with 
the qualifications and the activities of men who appear on behalf 
of taxpayers before the treasury department and particularly 
before the bureau of internal revenue. Applications to practise 
are being received from agents, accountants and attorneys at 
the rate of about twenty-five a day, and | believe I am safe in 
saying that at the present time there are some ten thousand men 
and women admitted to practice before the treasury department. 

“The particular problem which I wish to talk to you about 
is the question of publicity and the solicitation of business, and 
I think I am safe in saying on behalf of the secretary of the 
treasury and the commissioner of internal revenue, that regula- 
tions in the near future will be promulgated which will require 
an accountant and an agent who has business before the treasury 
department to get that business and to carry it on on the same 
high plane of ethics which governs the other learned professions. 
I used to think that accounting was an exact science. Hearing 
the last end of the discussion of the gentleman who preceded 
me on the question of treatment of surplus and having occasion 
to read some authorities on accounting, I have decided that it is 
no more an exact science than is the law. Throughout the country 
firms of accountants and lawyers—and I hold no brief for either 
of them when they indulge in these practices—are going about 
soliciting business by communications, by personal interviews, 
by offers to take business on a contingent fee, and the treasury 
department is constantly being embarrassed by taxpayers’ writing 
in and asking if such practices are to be countenanced by the 
department. I want to say-to you gentlemen that such practices 
are no longer to be countenanced by the treasury department. 
An agent or an accountant, to my mind, has no more right to go 
out and solicit business from a taxpayer on a contingent fee 
than would a lawyer to do the same thing. I do not know whether 
you gentlemen have gone into this any or not; I think the treasury 
department is going to recognize the fact that lawyers and ac- 
countants and agents, if they do specialize in matters of federal 
taxation, will have a right to give publicity to their profession 
in a dignified, professional manner. The department is trying 
to discourage the idea of firms of lawyers or accountants adver- 
tising the fact that they have now connected with them a former 
official of the bureau of internal revenue, or implying by one way 
or another that a special condition of influence exists in Wash- 
ington with their firm whereby it can put over things down here 
in regard to claims for refund and matters of adjustment of 
federal taxes that other men cannot do, on account of the fact, 
not of their qualifications as accountants or lawyers, but by 
reason of the fact that they were formerly connected with the 
bureau of internal revenue. That matter, I feel safe in saying to 
this meeting, is no longer to be countenanced. The treasury de- 
partment naturally looks upon this body of men and women as 
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the leading exponents of clean, decent practice of the profession 
of accounting. I did not come here to ask you to do any partic- 
ular thing, but I do want to give you on behalf of these men, 
on behalf of the treasury department, the viewpoint which we 
now have on it. Every day letters come in, as I say, from all 
over the country, enclosing communications which have been 
written by certain firms of lawyers and accountants, in which 
they are indulging in the most pernicious practices and which 
are a source of constant embarrassment, not only to you, but to 
us. The regulations of the treasury department on this question 
at the present time are not in an entirely satisfactory condition, 
although they are better than they were a year ago. I think I am 
safe in saying that a new regulation which will embody somewhat 
the following idea will be adopted within the immediate future, 
and I am going to read from this, not as something that has 
been adopted, but as a thought that is being proposed: 

““No advertising descriptiye of services to be rendered or 
setting forth the capacity and ability to render such service by 
agents and attorneys enrolled to represent claimants before the 
treasury department is permitted, except the use of letterheads, 
business cards and the insertion of cards containing the names, 
addresses and permitted designation of the business transacted 
in directories, newspapers, periodicals, magazines and trade 
journals. The solicitation of business by circulars or advertise- 
ments or other methods of advertising or by personal letters, 
communications or interviews not warranted by previous per- 
sonal or business relations with the persons so addressed is un- 
professional. Such practices on the part of attorneys or agents 
applying for enrolment or enrolled to represent the claimants 
before the treasury department are hereby prohibited. The pro- 
curement of business indirectly, through representatives or 
agents of any kind, whether they be individuals or corporations, 
and indirect advertising for business in any manner or by any 
method or device is prohibited.’ 

“Three weeks ago on behalf of the secretary of the treasury 
I had the pleasure along with another man of attending a meet- 
ing of the American Bar Association, and briefly I want to tell 
you what they did. A resolution was adopted by that organiza- 
tion to the effect that the committee on enrolment and disbar- 
ment of the treasury department might feel free at any time to 
call upon the state and local bar associations to answer inquiries 
relative to the fitness and qualifications of any applicant applying 
for admission to the treasury department, and I think I will be 
safe in saying that the treasury department would appreciate 
and would welcome a plan whereby the treasury department can 
call upon the American Institute of Accountants to pass upon 
the fitness and qualifications of applicants who are applying to 
practise before the treasury department. Of course, it is to be 
understood that any information which would be given would 
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be in an advisory capacity and would not necessarily be con- 
trolling on the committee. The comittee on enrolment and 
disbarment of the treasury department is now an active com- 
mittee, meeting practically every day in the week. Seven or 
eight men are devoting their entire time to this question, and 
they want to get at the truth of it. A determined effort is now 
being made to weed out these practitioners who are acting un- 
ethically and only admit those who have the qualifications and 
who are willing to play the game on the high plane of good 
ethics. 

“j want to extend to this gathering an invitation to visit the 
treasury department in all of its ramifications. I will not promise 
a personally conducted tour, as you who have been down here 
know the bureau of internal revenue is all over the city. It has 
about 8,000 men and women employed, and I have no doubt most 
of you are familiar with the income-tax unit at least. The com- 
missioner, Mr. Blair, wanted me to say to you men that he was 
sorry he could not be here and say a few words to you himself, 
but he is leaving today for New York and consequently -:ould 
not be present. Now, in behalf of the treasury department, und 
particularly Mr. Blair, I want to thank you for this opportunity 
of appearing, as we feel that you men are in position to do some 
real service to your own profession, to taxpayers and to the 
government in this matter.” 
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American Institute of Accountants 


ANNUAL MEETING AT WASHINGTON, D. C.,, 
SEPTEMBER 20 AND 21, 1921 


TuESDAY, SEPTEMBER 20, 1921——First sESSION 


The regular annual meeting of the American Institute of Accountants 
was called to order at 10 a. m. Tuesday, September 20, 1921, at the 
Washington hotel, Washington, District of Columbia, President Carl H. 
Nau presiding. 

The meeting was opened with prayer by the Rev. Howard Talbott, of 
Washington. 

Minutes of the preceding meeting as published in the year-book of 
1920 were approved without reading. 

The report of the president was read and approved. - 

The statement of accounts prepared by the treasurer, accompanied by 
the report of the auditors, was read and accepted. 

The secretary announced that the minute book of the council was on 
the table for the inspection of any member during the course of the meeting. 

The report of the council was read and approved. 

A report of the committee on subsidiary organizations which had 
been referred by the council for consideration of the meeting was read. 
It was resolved that the report be referred to the council and the com- 
mittee on subsidiary organizations in codperation, to the end that definite 
recommendations might be prepared for submission at a subsequent 
meeting. 

Edward Kaulbach representing the Dominion Association of Chartered 
Accountants addressed the meeting on accountancy in Canada. 

A paper entitled Some Considerations Involved in the Valuation of 
Goodwill,* by H. C. Freeman, was read. A vote of thanks was extended 
to Mr. Freeman. 


TuespAy, SEPTEMBER 20, 1921—SeconD sESSION 


The meeting was called to order at 2 p. m. 

A paper entitled Classification of Surplus,* by Charles B. Couchman, 
was read and followed by discussion. 

A representative of the solicitor of the bureau of internal revenue ad- 
dressed the meeting and urged the Institute to take action to insure that 
all members of the accounting profession observe ethical practice in income- 
tax work.t 

The report of the committee on professional advancement which had 
been distributed to the membership prior to the annual meeting was dis- 
cussed at length. 

After discussion the following resolution was adopted: 

Resolved, That the committee’s report be approved and that it is the 


sense of this meeting that the publication or circulation of ordinary simple 
business cards, being a matter of personal taste or custom and convenience 


*This paper is published elsewhere in this issue of THe JournaL or AcCcouNTANCY. 
7See editorial on this subject in this issue of THe JournaL or Accountancy. 
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is not improper, but solicitation of business by circulars or advertisements 
or by personal communications or interviews, not warranted by personal 
relations, is unprofessional and should not be permitted. It is desirable 
that the publication of books and articles on accountancy subjects should 
be encouraged to the fullest extent but care should be taken that such 
publications do not contain self-laudatory expressions. If it deems it 
necessary the council is authorized to formulate rules for the guidance of 
the members to the end that a high standard of professional ethics and 
conduct shall be maintained. 
WEDNESDAY, SEPTEMBER 21, 1921—First sESSION 

The meeting was called to order at 10 a. m. 

The following officers and members of council were unanimously 
elected : 


President: Carl H. Nau. 
Vice-presidents: John B. Niven, Arthur W. Teele. 
Treasurer: J. E. Sterrett. 
Council for five years: 

Albert T. Bacon. 

F. H. Hurdman. 

J. E. Hutchinson. 

W. R. Mackenzie. 

Walter Mucklow. 

J. R. Ruckstell. 

W. R. Tolleth. 
Council for two years: 

Lewis G. Fisher. 
Council for one year: 

Charles E. Mather. 


At the invitation of members from Chicago it was unanimously re- 
solved that the annual meeting of 1922 should be held in that city. 

It was unanimously resolved that all acts of the council during the 
preceding year be ratified and approved. 

A paper entitled Treatment of Costs During Periods of Varying Vol- 
umes of Production,* by C. B. Williams, was read and discussed. 

At one o'clock the members and guests attended a reception at the 
White House and were presented to the president of the United States. 


WEDNESDAY, SEPTEMBER 21, 1921—Srconp SESSION 

The meeting was called to order at 2 p. m. 

A paper entitled Examining and Auditing a Federal Reserve Bank,* by 
Francis Oakey, was read and followed by discussion. 

It was resolved that the council be requested to investigate the practice 
of certain banking institutions in establishing organized auditing depart- 
ments undertaking the work of professional accountants, and that infor- 
mation should be sought from the American Bankers’ Association on this 
subject. 

Votes of thanks to the authors of papers and to the committee on 
meetings were unanimously adopted. 

The meeting adjourned. 


*This paper will appear in Tue Journat or Accountancy for November, 1921. 
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Income-tax Department 


Edited by StepHen G. Rusk 


In addition to the usual quota of treasury decisions, we publish this 
month the committee on appeals and review memorandum No, 106 and the 
subsequent explanation of the meaning of the words “actual value.” 

The idea embodied in the memorandum has been found to be of great 
interest to accountants, many of whom seemed to be of the opinion that 
the taxing authorities. were about to change the concept of invested capital 
so as to include value as well as cost. 

The subsequent explanatory memorandum clears this point but it will be 
noted that the committee does recognize the fact that salvage value has 
a bearing upon the subject. 

The idea is most interesting and we recommend a careful study of 
these memoranda. 


(T. D. 3178—June 11, 1921) 
Income tax—Revenue acts of 1916, 1917, 1918—Decision of court. 
1. UnirEpD STATES POSSESSIONS—CONSTITUTIONAL PROVISIONS AFFECTING 
REVENUE LEGISLATION. 

The power of congress, in the enactment of revenue legislation applicable 
to the possessions of the United States, is not restricted by the uniformity 
and apportionment provisions of the constitution, as it acts in the premises 
under the authority of paragraph 2, section 3, article IV, of the constitution, 
which clothes congress with power to make all needful rules and regulations 
respecting the territory or other property belonging to the United States. 
2. PERSONS TAXABLE UNDER REVENUE ACT oF 1918. 

The revenue act of 1918 taxes the income of every individual, a citizen 
or resident of the United States, without respect to whether such individual 
had been subject to taxation under the revenue acts of 1916 and 1917; 
congress did not, by using the words “in lieu of” in the revenue act of 1918, 
mean to tax only those incomes of individuals who had been subject to 
taxation under the two prior acts. 

3. REPEAL OF REVENUE ACT OF 1916, AS AMENDED, AS APPLIED TO PHILIPPINE 
ISLANDS. 

The revenue act of 1916, as amended by the revenue act of 1917, was not 
repealed, in so far as it applied to the Philippine Islands, by the revenue act 
of 1918, but was continued in force, except as might be otherwise provided 
by the local legislature. 

4. Unitep STATES CITIZENS RESIDENT IN PHILIPPINE IsLANDS—LIABILITY 
TO TAX. 

A citizen of the United States who resided in the Philippine Islands 
_— the year 1918 is subject to the tax imposed by the revenue act 
of 1918. 

5. CREDIT FOR TAXES PAID IN THE PHILIPPINE ISLANDS. 

A citizen of the United States, resident in the Philippine Islands, is 
entitled to a credit for the amount of taxes paid to the Philippine Islands 
during the calendar year, under section 222 of the revenue act of 1918. 


(T. D. 3183—June 24, 1921) 
Excess-profits tax—Revenue act of 1917—Decision of court. 
1. INVESTED CAPITAL—SECTION 207—EARNED SURPLUS EXPENDED IN IMPROV- 
ING INTANGIBLE ASSET. 
Where the earnings of a corporation have been spent in improving a 
secret chemical process (admitted to be an intangible asset), the increased 
value of the process due to the improvement effected by such expenditure 
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is to be included in estimating “earned surplus used in the business,” as an 
element of “invested capital,” as defined by section 207. 
2. SAME. 

This is also true in a case where the improvement was originally paid 
for with borrowed money, and where subsequent earnings were sufficiently 
large to repay the borrowed money and to create before the beginning of 
the taxable year an “earned surplus.” 

3. NOMINAL CAPITAL—SECTION 209, 

Under the facts of this case, a corporation having an earned surplus 
used in the business, amounting to $2,000, is not “a corporation having no 
invested capital or not more than a nominal capital,” within the meaning 
of section 209. 

The appended decision of the United States district court for the 
southern district of New York, dated April 19, 1921, in the case of 
Lincoln Chemical Co. v. Edwards, collector, is published for the infor- 
mation of revenue officers and others concerned. 

Unirep Srates District Court, SouTHERN District oF New York. 
Lincoln Chemical Co., plaintiff, v. Wilham H. Edwards, as collector, etc. 
[Apr. 19, 1921.] 

Action by a taxpayer against the collector for refund of a part of the 
excess-profits tax for 1917. The plaintiff, a domestic corporation, filed 
its return for 1917 and calculated its capital upon the basis of section 209 
of the law of October 3, 1917; that is to say, it assumed that it had “no 
invested capital or not more than a nominal capital.” The treasury officials 
reassessed the tax at a larger figure upon a basis not now necessary to set 
forth, because it is conceded that the propriety of their action depends 
upon the correctness of the plaintiff's reading of section 209. If that is 
right, the plaintiff wins; if it is wrong, the defendant. 

The case was tried before a jury of one and at the conclusion of the 
evidence both sides moved for the direction of a verdict. The evidence, 
which was undisputed, showed the following state of facts: The plaintiff 
was organized in April, 1909, under the laws of New York with a capital 
stock of $10,000. ‘Lhere were but two persons financially interested in it, 
Loeb and Riddle. Riddle was an inventor, and before the incorporation 
came to Loeb with a process for extracting cocoa butter out of cocoa shells, 
a by-product. This process proved worthless, and Riddle thereupon sug- 
gested to Loeb the possibility of converting the process into one from 
which he could extract from cocoa shells a chemical substance, known as 
theobromine, allied to caffeine. Loeb, having some money, continued to 
advance it in defraying Riddle’s further experiments, until he became 
fearful of too wide involvement, and determined to incorporate the venture. 
Riddle agreed to work for the corporation for five years at a salary of 
$1,800 and to convey his process, still unperfected, both for $2,400 par 
value of the plaintiff's stock. Loeb agreed to convey the machinery and 
supplies par for par in stock, $7,400, and $200 was paid in cash. 

During the year 1910 the company borrowed nearly $20,000, which it 
spent in Riddle’s further experiments upon the process which was then 
complete. During that year it got one, Schaefer, a manufacturing chemist, 
to make a contract for the exploitation of the process on a royalty basis, 
but the sales of theobromine were so few that the royalty was never earned. 
In 1912 they got Schaefer to give them better terms; he agreed to pay $2,000 
a year for the process over a period of 15 years and to furnish theobromine 
to the plaintiff at $2.50 a pound or less. This gave the plaintiff control 
of a supply without manufacturing. At the time of the first contract in 
1910 the plaintiff sold all its machinery and plant to Schaefer for $1,155 
and its supplies for $407, and this money was either used in development 
or upon the indebtedness. In any event, it had all disappeared before 1914. 
The plaintiff never manufactured any theobromine after 1910. 

The plaintiff's profits on the sale of theobromine made by Schaefer under 
the process were not large throughout the year 1911, but they began to 
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increase in 1912 and 1913, and the company thus made a small income 
besides the royalty paid by Schaefer. The advent of the great war in 1914 
greatly increased the demand, and the business became very profitable, 
so that by January 1, 1917, all its debts were paid aud it had a surplus of 
$13,000 after writing off a depreciation of $7,700 upon the process. 

The business was done as follows: There were but three purchasers 
of theobromine, all large manufacturing chemists, who bought at 10 days 
cash. The plaintiff necessarily bought all its theobromine (made under 
the process) from Schaefer at 15 days cash, and was therefore in a 
position to pay Schaefer out of the moneys which its customers paid for it. 
As these were of high financial responsibility it had no need to hold a 
reserve in’ its treasury in order to finance its purchases, though at times, 
when in ample funds, it did use its surplus to pay Schaefer before the 
customers paid for their consignments. 

During the year 1917 the assets of the plaintiff, therefore, consisted only 
of its cash on hand, the contract with Schaefer, and the secret process 
finally perfected by Riddle. Its stock was $10,000, and its surplus, as 
stated, $13,000, of which over $7,000 was in cash. It necessarily followed 
that its other assets were valued at $16,000. 

The case depends upon the meaning of the phrase “invested capital” 
and “nominal capital” as used in section 209 and as defined in section 207. 
The plaintiff asserts that there was only $200 of cash paid in, no tangibles 
remaining after 1913, no surplus “used and employed” in the business, 
and that the secret process was an “intangible” which must be taken at 
its “actual cash value” in April, 1909, which is shown to be nothing. The 
defendant argues that the sums spent upon the process, which did, in fact, 
increase its value by $19,000, should be taken as a surplus “used and em- 
ployed” in the business. 

HAanpb, district judge: I shall decide this case upon the assumption 
that “nominal capital” in section 209 means “nominal invested capital,” 
without of course passing upon that question. I shall further assume— 
and indeed on this point both sides agree—that the secret process of Riddle 
was “intangible property” within the meaning of section 207 (a) (3) (b). 
I shall finally assume that the process had only a nominal value in April, 
1909, when it was sold to the plaintiff for $2,400 of stock. With these 
assumptions the question arises whether the money used to develop the 
process can be regarded as “paid in or earned surplus and undivided profits 
used or employed in the business” under section 209 (a) (3). On the 
trial I thought that the plaintiff was right on this point, and for clarity I 
shall therefore state its arguments as strongly as I can. The statute, 
it says, prescribes that “intangible property” of this kind “shall be included 
in invested capital at a value not to exceed the actual cash value at the 
time of such purchase.” Disregarding “paid in surplus,” of which there 
is none here, the “earned surplus” is the only item into which the supposed 
added value of the process can be placed. Now surplus, or at least “earned 
surplus” is merely an accountant’s way of saying that the value of the 
assets are greater than the liabilities. When the statute speaks of “invested 
capital,” it must be understood to refer to existing property, i. e., “means 
of production,” and to use accountant’s language, not because accounts can 
ever of themselves be the basis of taxation, but because they are the most 
convenient record of actual values, embodied in property which is alone 
the proper basis of taxation. “Earned surplus” must therefore represent 
the value of existing property. 

This being true, continues the plaintiff, the only asset of value in 1917 
was the perfected process and we may assume that it had enough value 
to give more than a “nominal” “earned surplus” above the capital stock, 
which was the only liability. Therefore, if the asset could be taken at its 
true value in 1917, section 209 of the statute would not apply. The difficulty 
with the collector’s position however is that section 207 directed us to 
include the process at no more than its “actual cash value” in 1909, and 
at that time it had none. The money spent in improving and perfectin 
the process had, in 1917, no existence at all, save in the process itself. 
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It was spent in machinery or supplies or Riddle’s living expenses, or salaries. 
So far as our treasury was concerned there was nothing now left except 
the process. That was therefore the only asset which could figure on the 
credit side of our account to establish any “earned surplus,” and the statute 
forbade its inclusion at anything but a nominal value. Therefore, we nad 
no “earned surplus,” and only a “nominal invested capital.” 


This argument appears to me unanswerable if the incompleted process 
be regarded as the same asset for all purposes when finally developed as 
when first acquired. The statute must of course mean something, and 
the least that it can mean must be, I think, that any automatic increase 
in value of a process or “other intangible property” must be disregarded. 
“The unearned increment,” as economists would call it, will be ignored. 
Therefore, I should altogether disregard any increase in the value of this 
process dependent upon general conditions of industry, as for example the 
rise in the price of theobromine due to the great war. Furthermore, for 
the purposes of this case anyway, | may assume that an increase in the 
value of the process, resulting from spending money in advertising or the 
like, which leaves it unchanged in itself, will fall into the same category. 
That question can await decision till it arises; I say nothing about it here. 
The case at bar is, however, one where money has been spent in changing 
the property itself, so that in place of a formula which prescribed one 
sequence of steps, there emerged another which prescribed a different 
sequence. Fair analogies appear to me, for example, cattle fed for market, 
or houses rebuilt or enlarged. It is true that for convenience we speak 
of such property as always remaining the same, though in fact it is not 
only different in value, but that difference results from a change in the 
objective character of the property itself, but that convenience should not 
disguise the substantial fact that it is, economically speaking, new property 
which appears. 


When such changes have resulted from the expenditure of new capital, 
I see no reason why the statute should be construed as peremptorily direct- 
ing that they should be disregarded. It is quite true still, as the plaintiff 
argues, that the “earned surplus” must be found in some assets and that 
the only asset in the case at bar still remains the process, but it is a 
different process. The limitation of section 207 may be confined, without 
undue violence to the sense of the words, to such increases in value as 
arise without the addition of new capital, and it may be, to such others 
also as involve no objective change in the thing itself. 


Indeed, it can scarcely be supposed that congress could have had any 
other purpose than to prevent the taxpayer from crediting his capital 
account with increases which he had done nothing to produce. If they 
meant to include also new outlays upon existing capital, no matter how 
providently made, the statute provides a direct incentive to extravagance. 
Often, perhaps generally, it is a sound industrial policy to improve existing 
capital, rather than to scrap it, and invest anew. Yet if the plaintiff be 
right, no such investment can ever do more than meet depreciation, and 
this would apply as well to “tangibles” as to “intangibles.” The only new 
values which could be recognized would be in property bought outright 
after incorporation, and those investments which may have been the means 
of changing the industrial character and value of existing property, would 
be totally lost for purposes of taxation. When taxes can be as high as 
the excess-profits tax may be, such inducements may become a patent 
influence upon industrial conduct, and it can not be supposed that the result 
of the plaintiff's construction was within the purposes of congress. 

Again, it should be a weighty consideration with me that the tax bureau 
has made these allowances in the past in the case of thousands of tax- 
payers and has drafted its regulations upon the assumption that the statute 
permits them. I therefore hold that when money has been earned and spent 
in improving a process such as this, its increased value due only to that 
expenditure may figure as an asset in estimating under section 207 “earned 
surplus,” if any, as an element of “invested capital.” 
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It does not follow of course in the case at bar that the value of the 
process so improved was enough to cause any “earned surplus” to emerge. 
That depends upon whether the assets, so estimated, were greater than 
the stock, $10,000, by more than a “nominal” amount. Now the value of 
the “tangibles” must under section 207 be taken as of January 1, 1914, at 
which time they had disappeared. Therefore, the process must have 
increased from its nominal value in 1909 to more than $10,000 before any 
“earned surplus” could begin to appear at all. The value at which the 
plaintiff carried the process does not definitely appear on its books. On 
January 1, 1917, it had a surplus of $13,088.59 and therefore assets of 
$23,088.59. Of this, $7,367.64 was in cash, leaving $15,720.95 for other 
assets which must be the process and the contract. The contract got its 
value only from the process and may be disregarded. The value of the 
process as of that year would therefore appear to be this sum. 

This figure, it is true, does not correspond with other evidence and 
apparently is incorrect. In its income-tax return for 1916 it valued the 
process as of March 1, 1913, at $19,716.84, and claimed a deduction for 
depreciation to date of $7,761.42, leaving a value of about $12,000 as of 
January 1, 1917. The discrepancy of some $3,700 I have been unable to 
account for except upon the hypothesis that there were other assets not 
shown. Perhaps the cash was greater, because the cashbook showed a 
balance on January 2, 1917, of $11,000, which just about makes up the 
difference. Assuming that this is the proper explanation, still on the 
plaintiff's own admission it had an “earned surplus” of $2,000, which in 
view of the size of the business I should not consider “nominal.” 

But the defendant was not bound by the plaintiff’s admission. It was 
for the plaintiff to prove that it had only a nominal capital. The process 
was clearly of very substantial value. The contract had 10 years more to 
run and there was a minimum royalty of $2,000. Besides this the plaintiff 
could call for at least 3,000 pounds of theobromine yearly at not more 
than $2.50 a pound, a right which had been of substantial value in the 
years before the war began to affect the price. In 1914 this right was worth 
$525 and the royalty apparently $2,854. Moreover, when the contract ter- 
minated the process would not necessarily become worthless. Indeed, it 
may have a very substantial value for an indefinite time. The plaintiff has 
certainly failed to prove that its value in 1917 over $10,000 was ‘“‘not more 
than nominal.” 

I therefore conclude that the case is not proved and will direct a verdict 


for the defendant. 

(T. D. 3188—June 30, 1921) 
Income returns—Copies of. 

Regulations governing the furnishing of copies of income returns for use 
of attorneys connected with the department of justice—Amending T. D. 
2962 and article 1091 (a), paragraph 1, regulations No. 45 (1920 edition). 
Section 1, paragraph 1, of the rules and regulations governing the 

furnishing of copies of income returns contained in T. D. 2962, and article 

1091 (a), paragraph 1, regulations No. 45 (1920 edition), is amended to 

read as follows: 

The original income return of an individual, partnership, corporation, 
association, joint-stock company, insurance company or fiduciary, or a 
copy thereof, may be furnished by the commissioner of internal revenue 
to a United States attorney for use as evidence before a United States 
grand jury or in litigation in any court, where the United States is inter- 
ested in the result, or for use in the preparation for such litigation, or to 
an attorney connected with the department of justice designated to handle 
such matters, upon written request of the attorney general, the assistant 
to the attorney general, or an assistant attorney general. When an income 
return or copy thereof is thus furnished, it must be limited in use to the 
purpose for which it is furnished and is under no conditions to be made 
public except where publicity necessarily results from such use. In case 
the original return is necessary, it shall be placed in evidence by the com- 
missioner of internal revenue or by some other officer or employee of the 
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internal revenue bureau designed by the commissioner for that purpose, and 
after it has been placed in evidence it shall be returned to the files in 
the office of the commissioner in Washington. An original return will be 
furnished only in exceptional cases, and then only when it is made to appear 
that the ends of justice may otherwise be defeated. Neither the original 
nor a copy of an income return, desired for use in litigation in court where 
the United States government is not interested in the result and where 
such use might result in making public the information contained therein, 
will be furnished, except as otherwise provided in the next succeeding 


paragraph. 
(T. D. 3193—July 1, 1921) 
Income tax—Act of October 3, 1913—Decision of court. 

1. STATUTORY CONSTRUCTION—WorpDs “NO MATTER HOW CREATED OR ORGAN- 
IZED”—RELATION BACK TO WORDS “EVERY CORPORATION, JOINT-STOCK 
COMPANY OR ASSOCIATION.” 

The words “no matter how created or organized” in section II, para- 
graph G (a), of the act apply not only to insurance companies, but relate 
back to the words “every corporation, joint-stock company or association,” 
so that what is meant is that all such concerns (not including partnerships) 
are included and are taxable. 


Trusts—ORGANIZATION INDIRECTLY CONTROLLED BY SHAREHOLDERS—ASSO- 
CIATION. 

An organization, in form a trust, created by an agreement of the stock- 
holders of several street railway corporations desiring to effect a unitary 
control of the properties of such corporations, is an association within sec- 
tion II, paragraph G (a), of the act, where the agreement uses language 
that reads much like the state corporation law, and superimposes that or- 
ganization upon the several corporations by placing the legal title to the 
capital stock of those corporations in the trustees named, who are to do 
certain specified things only, and by providing for a committee which con- 
trols even the power of the trustees to vote the capital stock of the cor- 
porations, and which is elected and controlled by what are called partici- 
pating shareholders, who hold certificates of common and preferred partici- 
pating shares issued by the trustees in lieu of the capital stocks of the 
corporations. 


3. AssoclATION—ORGANIZATION NOT UNDER STATUTE—EFFECT ON TAXABILITY. 
An association may be organized independently of any statute, and 
when so organized is nevertheless subject to income tax as such. 


4. SAME—EXEMPTION FROM TAX AS PARTNERSHIP. 

The association is not an ordinary partnership, hence is not exempt 
as a partnership from the income tax on corporations, joint-stock com- 
panies, and associations imposed by section II, paragraph G (a), of the act. 

The appended decision of the district court ‘of the United States, northern 
district of Illinois, eastern division, rendered March 14, 1921, in the case of 
Chicago Title & Trust Co., as trustee, v. Smietanka, collector, is published 
for the information of internal revenue officers and others concerned. 


DISTRICT COURT OF THE UNITED STATES, NORTHERN DISTRICT OF ILLINOIS, 
EASTERN DIVISION. 
Chicago Title & Trust Co., as trustee of the Chicago City & Connecting 
Railways Collateral Trust, v. Smietanka, collector. 


[Mar. 14, 1921.] 

Paceg, district judge: Persons owning capital stock of five street rail- 
ways in Chicago, desiring to effect a unitary control of the properties, 
executed the agreement out of which grows the question here, viz., Did 
that agreement create a joint-stock company or association, taxable under 
section II, G (a) of the federal revenue act of 1913? Such a tax was 
paid by the plaintiff under protest, and it brings this (and four similar 
suits) against the defendant, a former internal-revenue collector, to recover 
the money paid on the ground that it was an illegal tax. 

The question arises upon a demurrer to the declaration. 
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It is strongly urged upon the court that this case presents a trust similar 
to what is known as the Massachusetts trust, and that it comes within the 
purview of and is governed by Crocker v. Malley (249 U. S., 223). How- 
ever, | find that it has features which show it to be quite different from the 
Crocker case. The supreme court in that case said; 

The trust that has been described would not fall within any familiar 
conception of a joint-stock association. 

And 

lf we assume that the words “no matter how created or organized” 
apply to “association” and not only to “insurance company,” still it would 
be a wide departure from normal usage to call the beneficiaries here a 
joint-stock association when they are admitted not to be partners in any 
sense, and when they had no joint action or interest and no control over 
the fund. On the other hand, the trustees by themselves can not be a 
joint association within the meaning of the act unless all trustees with 
discretionary powers are such. * * * We perceive no ground for grouping 
the two—beneficiaries and trustees—together in order to turn them into 
an association by uniting their contrasted functions and powers, although 
they are in no proper sense associated. 

{n Eliot v. Freeman (220 U. S., 186) the court said: 

The language of the act of 1909, “now or hereafter organized under 
the laws ot the United States,” imports an organization deriving power 
from statutory enactment. 

Section 38 of the act of 1909 reads: 

That every corporation, joint-stock company, or association organized 
for profit and having a capital stock represented by shares, and every 
insurance company, now or hereafter organized under the laws of the 
United States, or of any state or territory of the United States, or under 
the acts of congress applicable to Alaska, etc., shall be subject to pay 
annually, * * *, 

The act of 1913 reads: 

That the normal tax * * *shall be levied, assessed, and paid annually 
upon the entire net income arising or accruing * * *during the preceding 
calendar year to every corporation, joint- -stock company, or association, 
and every insurance company organized in the United States, no matter 
how created or orgamized, not including partnerships. 

It is contended that the words “no matter how organized” in the act 
of 1913 relate to insurance companies only, but the court is of the opinion 
that those words relate back to the words “every corporation, joint-stock 
company, or association,” so that what is meant is that all such concerns 
(not including partnerships) are included and are taxable. (Eliot v. 
Freeman, supra.) 

There are material differences between the so-called trust in this case 
and the trust in Crocker v. Malley. The trustees here, except for certain 
fixed things, are not principals at all, but are mere agents of the committee 
hereinafter referred to. The parties who conceived and drew up the agree- 
ment in question simply built up an organization by the use of language 
that reads in many respects much like the old corporation law of Illinois. 
They superimposed that organization upon the four or five corporations 
owning the street railway system of the city of Chicago by placing the 
legal title to the capital stock of those corporations in the trustees named, 
who are to do certain specified things only, and by providing for a com- 
mittee, which controls even the power of the trustees to vote the capital 
stock of the street railway companies. This committee is elected by what 
is called participating shareholders, who hold certificates of common and 
preferred participating shares issued by the trustees in lieu of the capital 
stocks of the corporations. The whole agreement is shot through with 
provisions for control by the committee, particularly upon page 25— 

And from time to time the trustees may give proxies to any person or 
persons to vote such stock; but in voting upon any of such stock the 
trustees shall follow the directions or instructions, if any, that may be 
given to the trustees by the committee. 
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And again, on page 30, where it undertakes to enumerate the powers 
of the trustees, they use this language— 

Subject to any rights of the trustees of the said collateral trust inden- 
ture dated January 3, 1910, as specified therein, and subject to the terms 
of the written approval or consent of the committee in any case where under 
the terms of this trust agreement such approval or consent is authorized or 
required, the trustees shall have such power, etc. 

Again— 

To invest at any time * * *any sum or sums * * *which the committee 
may approve. 

And again, in (i), to— 

Vote upon any of the shares, constituting any part of the deposited 
securities, in favor of any lawful consolidation, merger, or reorganization 
of the properties, franchises, or shares of any of the companies * * * 
upon such terms and conditions as shall be approved by both the committee 
and the trustees. 

In Crocker v. Malley, the supreme court does not undertake to say 
whether there could be such a thing as an association not organized under 
some law; but I am of the opinion that there can be such an association 
and that the organization here shown is within the statute. 

It is claimed by counsel that if any organization ever becomes an 
association it thereby necessarily becomes a partnership, but there are, 
in my opinion, certain limitations and conditions that prevent the agreement 
here from creating an ordinary partnership. 

The demurrer is sustained. 


TREASURY RULINGS 
A. R. M. 106. 


Section 326, articLe 839: Surplus and undivided profits: allowance for 

depletion and depreciation. 

There is no authority for reducing earned surplus because of alleged 
failure to charge off sufficient depreciation in the past unless the depre- 
ciable assets of the corporation are valued on its books at the beginning of 
the taxable year at an amount in excess of their actual value at that time. 


Section 326, articce 839: Surplus and undivided profits: allowance for 
depletion and depreciation. 


A. R. M. 106 EXPLAINED. 


Specific inquiry has been made as to the meaning of the words “actual 
value” as used in committee on appeals and review memorandum 106. For 
the purposes of taxation depreciation is based upon cost. Accordingly the 
words “actual value’ mean “sound value,” which is “original cost’? (or 
value as of March 1, 1913, if applicable), including additions and better- 
ments charged to capital account, less depreciation sustained. 

Article 161, regulations 45 (1920 edition), defines the proper allowance 
for depreciation as ‘“‘that amount which should be set aside for the taxable 
year in accordance with a consistent plan by which the aggregate of such 
amounts for the useful life of the property in the business will suffice, 
with the salvage value, at the end of such useful life to provide in place of 
the property its cost, or its value as of March 1, 1913, if acquired by the 
taxpayer before that date.” 

It follows from this definition that any action on the part of a par- 
ticular taxpayer which extends the useful life of a depreciable asset beyond 
the normal or usual term, and any circumstance which serves to increase 
the salvage value of a depreciable asset, operates to justify a reduction in 
the normal rate of depreciation. The depreciation of an asset is arrested 
where it is maintained at a high standard of efficiency either by the exer- 
cise of unusual care in its use or by unusual maintenance exnenditures. 

Invested capital, as defined in the excess-profits tax law, is a statutory 
concept and is composed of two elements: (a) original contribution, and 
(b) earnings of the corporation available for distribution but not dis- 


292 























Income-tax Department 








tributed and not dissipated by subsequent operating losses. The exhaus- 
tion of this capital through use, wear and tear has, for the purpose of com- 
puting invested capital, the same effect as an operating loss, and unless 
this loss is properly taken care of out of earnings in one way or another 
earned surplus must be adjusted in accordance with the provisions of the 
regulations. There are two ways of taking care of this loss out of income. 
One is by charging ordinary repairs directly to expense and setting up a 
depreciation reserve against which are properly chargeable all renewals 
and replacements; the other is where renewals and replacements, as well 
as repairs, have been charged directly against gross income. Either way 
has the effect of reducing the amount added during the year to earned 
surplus. Consequently, the mere fact that no depreciation, or a minimum 
depreciation, has been charged as such is not sufficient reason for reducing 
the earned surplus where renewals and replacements sufficient to care for 
the decrease in value of capital assets have been charged directly to expense, 
or where for any of the other reasons hereinbefore suggested less than the 
normal rate of depreciation is properly chargeable. When a taxpayer makes 
this claim there are two methods of verifying it. One is by determining 
the plant efficiency and the other is by determining the value of the capital 
assets remaining. From an administrative standpoint the latter is probably 
more practical even though it may be said that the former is more accurate. 

Many cases have been brought to the attention of the committee where 
corporations have been in existence for a long period of years, some of 
which corporations have been in existence several times the ordinary esti- 
mated life of the depreciable assets, and yet those assets are to-day in 
first-class condition and worth the figure at which they are carried on 
the books, although no depreciation has been charged as such and no addi- 
tions to capital account have been made. In such cases it is obvious that 
depreciation has been adequately cared for by charges to expense, although 
it frequently happens that it is impossible at this late date to segregate 
and specify such charges and there is no warrant in the law or the regu- 
lations for requiring the depreciable assets in such cases to be written 
down below the figure at which they are carried on the books, since to do 
so is to reduce earned surplus twice, once through the original charge to 
expense (whether proper or improper) and again through an arbitrary 
depreciation charge required by the bureau to be set up against earned 
surplus for the purpose of computing invested capital. 

The controlling rule in this matter is found in that part of article 839 
of regulations 45, which reads: 


Adjustments in respect of depreciation or depletion in prior years 
will be made or permitted only upon the basis of affirmative evidence 
that as at the beginning of the taxable year the amount of depreciation 
or depletion written off in prior years was insufficient or excessive, as 
the case may be. 


Mere failure in prior years to have written off on the books the masxi- 
mum or ordinary rate of depreciation is not in itself “affirmative evidence.” 
There is no warrant for reducing earned surplus because of alleged failure 
to charge off sufficient depreciation in the past, unless the depreciable 
assets of the corporation are valued on its books at the beginning of the 
taxable year at an amount in excess of their sound value at that time. 


(T. D. 3195—July 18, 1921.) 
Income tax—Revenue act of 1918—Decision of Supreme Court. 
DEpUCTIONS—FEDERAL Estate TAX Parp By EXeEcuTor. 


Federal estate tax paid by executors of an estate is an allowable de- 
duction, under section 214, in ascertaining the net taxable income of the 
y gy for the year in which said estate tax “accrued,” which means became 

ue. 
The appended decision of the supreme court of the United States, 
dated June 6, 1921, in the case of United States v. Alan H. Wood- 
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ward et al., executors of Joseph H. Woodward, deceased, affirming the 
judgment of the court of claims, is published for the information of in- 
ternal revenue officers and others concerned. 


SUPREME Court oF THE Unirtep States, No. 811. Octoser Term, 1920. 
United States, appellant, v. Alan H. Woodward et al., executors, etc. 
APPEAL from the Court of Claims. 


{June 6, 1921.] 

Mr. Justice VAN DevaANTER delivered the opinion of the court: 

This is an appeal from a judgment in favor of the executors of Joseph 
H. Woodward, deceased, for money claimed to have been erroneously ex- 
acted from them as a tax on the income of his estate while in their hands. 

The testator died December 15, 1917. The revenue act of 1916* “imposed 
upon the transfer of the net estate of every decedent’ dying thereafter a 
tax which it called an “estate tax.’’ The act fixed the amount of the tax at 
a named percentage “of the value of the net estate,” made the tax a lien 
upon the “entire gross estate,” required that it be paid “out of the estate” 
before distribution, declared that it should “be due one year after the de- 
cedent’s death,” charged the executor or administrator with the duty of 
paying it, and declared that the receipt therefor should entitle him to a 
credit for the amount in the usual settlement of his accounts. Under that 
act these executors were required to pay an estate tax of $489,834.07. The 
tax became due December 15, 1918, and they paid it February 8, 1919. 
Shortly thereafter the executors made a return, under the revenue act of 
1918, of the income of the testator’s estate for the taxable year 1918 and 
claimed in the return that in ascertaining the net income for that year the 
estate tax of $489,834.07 should be deducted. The commissioner of internal 
revenue refused to allow the deduction and assessed an income tax of 
$165,075.78 against the estate. Had the deduction been allowed there would 
have been no taxable net income for that year and no part of the $165,075.78 
would have been collectible. Payment of that sum, as so assessed, was 
pressed on the executors and they paid it under duress. Then after taking 
the necessary steps to entitle them to do so, they brought this suit in the 
court of claims to recover the money thus exacted from them. 

The sole question for decision is, was the estate tax paid by the execu- 
tors, and claimed by them as a deduction in the income-tax return for the 
year 1918, an allowable deduction in ascertaining the net taxable income 
of the estate for that year? The court of claims held that it was. 
(—Ct. Cls.,—.) 

The solution of the question turns entirely upon the statutory provisions 
under which the two taxes were severally collected. The act of 1918, by 
sections 210, 211, and 219, subjects the net income “received by estates of 
deceased persons during the period of administration or settlement” to an 
income tax measured by fixed percentages thereof; by sections 212 and 219 
requires that the net income be ascertained by taking the gross income, as 
defined in section 213, and making the deductions named in section 214, 
and by section 214 makes express provision for the deduction of “taxes 
paid or accrued within the taxable year imposed (a) by the authority of 
the United States, except income, war-profits and excess-profits taxes.” 
This last provision is the important one here. It is not ambiguous, but 
explicit, and leaves little room for construction, The words of its major 
clause are comprehensive and include every tax which is charged against 
the estate by the authority of the United States. The excepting clause spe- 
cifically enumerates what is to be expected. The implication from the 
latter is that the taxes which it enumerates would be within the major 
clause were they not expressly excepted, and also that there was no purpose 
to except any others. Estate taxes were as well known at the time the 
provision was framed as the ones particularly excepted. Indeed, the same 

1 Ch. 463, Title II, 89 Stat., 777; ch. 159, Title III, 89 Stat., 1002; ch. 63, Title IX, 


40 Stat., 324. 
2Ch. 18, Title II, secs. 210-214, 219, 1405, 40 Stat., 1062-1067, 1071, 1151. 
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act, by sections 400-410, expressly provides for their continued imposition 
and enforcement. Thus their omission from the excepting clause means 
that Congress did not intend to except them. 

The act of 1916 calls the estate tax a “tax” and particularly denomi- 
nates it an “estate tax.” This court recently has recognized that it is a 
duty or excise and is imposed in the exertion of the taxing power of the 
United States—New York Trust Co. v. Eisner (— U. S., —). It is made 
a charge on the estate and is to be paid out of it by the administrator or 
executor substantially as other taxes and charges are paid. It becomes 
due not at the time of the decedent’s death, as suggested by counsel for the 
government, but one year thereafter, as the statute plainly provides. It 
does not segregate any part of the estate from the rest and keep it from 
passing to the administrator or executor for purposes of administration, 
as counsel contend, but is made a general charge on the gross estate and 
is to be paid in money out of any available funds or, if there be none, by 
converting other property into money for the purpose. 

Here the estate tax not only “accrued,” which means became due, 
during the taxable year of 1918, but it was paid before the income for that 
year was returned or required to be returned. When the return was made 
the executors claimed a deduction by reason of that tax. We hold that 
under the terms of the act of 1918 the deduction should have been allowed. 


Judgment affirmed. 
(T. D. 3200—July 19, 1921.) 
Excess-profits tax—Revenue act of 1917—Decision of court. 


1, Rate or TAx—“AmMoUNT OF THE Net INCOME IN Excess oF THE De- 
DUCTION.” 

“The amount of the net income in excess of the deduction,” as used 
in section 201, means that, where the deduction does not exceed 15 per 
cent. of the invested capital, the first of the graduated percentages of 
tax is to be 20 per cent. of the difference between the deduction and 15 
per cent. of the invested capital. 


2. CONSTITUTIONALITY OF ACT. 

The construction placed on section 201 by the regulations of the 
Commissioner of Internal Revenue does not render the law unconstitu- 
tional as preventing uniformity and equality in the application of the tax. 

The appended decision of the district court of the United States for the 
eastern district of Pennsylvania, in the case of Ehret Magnesia Manufac- 
turing Co. v. Ephraim Lederer, collector, is published for the information 
of internal revenue officers and others concerned. 


District Court OF THE UNITED STATES FOR THE EASTERN DISTRICT OF 
PENNSYLVANIA. No. 7 
Ehret Magnesia Manufacturing Co. v. Ephraim Lederer, collector of 
internal revenue for the first district of Pennsylvania. 


Upon trial before the court without a jury. 
[June sessions, 1920.] 

Tuompson, Judge: The plaintiff brought suit to recover the sum of 
$23,889.94, the amount of taxes alleged to have been unlawfully assessed 
and collected by the defendant. The taxes were paid under protest and 
petition for a refund was rejected by the Commissioner of Internal Reve- 
nue. The facts are not in dispute. The tax was assessed upon excess 
profits under the provisions of section 201 of title I] of the act of 
October 3, 1917 (40 Stat., 302). The applicable provisions of the act are 
as follows: 

Titte II—War Excess-Prorirs Tax. 
Definitions: . 

The term “taxable year” means the twelve months ending December 

thirty-first. 
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The term “pre-war period” means the calendar years nineteen hundred 
and eleven, nineteen hundred and twelve, and nineteen hundred and thirteen. 

Sec. 201. That in addition to the taxes under existing law and under 
this act there shall be levied, assessed, collected, and paid for each taxable 
year upon the income of every corporation, partnership, or individual a 
tax (hereinafter in this title referred to as the tax) equal to the following 
percentages of the net income: 

Twenty per centum of the amount of the net income in excess of the 
deduction determined as hereinafter provided, and not in excess of fifteen 
per centum of the invested capital for the taxable year; 

Twenty-five per centum of the amount of the net income in excess of 
fifteen per centum and not in excess of twenty per centum of such capital ; 

Thirty-five per centum of the amount of the net income in excess of 
— per centum and not in excess of twenty-five per centum of such 
capital ; 

Forty-five per centum of the amount of the net income in excess of 
twenty-five per centum and not in excess of thirty-three per centum of 
such capital; and 

Sixty per centum of the amount of the net income in excess of thirty- 
three per centum of such capital. 

Sec. 203. That for the purposes of this title the deduction shall be as 
follows, except as otherwise in this title provided— 

(a) In the case of a domestic corporation, the sum of (1) an amount 
equal to the same percentage of the invested capital for the taxable year 
which the average amount of the annual net income of the trade or business 
during the pre-war period was of the invested capital for the pre-war 
period (but not less than seven or more than nine per centum of the in- 
vested capital for the taxable year), and (2) $3,000 ; sie 

There is no dispute that the net income of the plaintiff a the year 
ending December 31, 1917, was $422,445.58. The invested capital for the 
taxable year was $672,631.28. The deduction to which the plaintiff was 
entitled under section 201 was, as ascertained by section 203 (a), 9 
cent. of the invested capital representing the highest average profit during 
the pre-war period allowed by the act, and amounted to $60,536.82, and 
with the specific deduction of $3,000 to $63,536.82. 

A statement showing the items upon which the tax is to be computed 
is, therefore, as follows: 


Invested capital for the year ............seee0e- $672,631.28 

Wet income for taxable year .......cccccsecccee 422,445.58 
Average profit pre-war period, 9 per cent........ $60,536.82 
QED cco dnvescutndesnesavens 3,000.00 

———_ 63,536.82 

Net income for taxable year as above ........... 422 445.58 

Deduct total exemption as above ............... 63,536.82 

ee GEE CRED. 60k cds occcccudoneescas 358,908.76 


The construction placed _by the commissioner of internal revenue upon 
the language of section 201 is that “the amount of the net income in excess 
of the deduction” means that the first of the graduated percentages of 
invested capital, namely, 15 per cent., is first to be ascertained, and the 
deduction is to be made from the amount thereof; and if the deduction is 
not in excess of 15 per cent. of the invested capital, the difference between 
the amount of the deduction and the 15 per cent. of invested capital is to 
be taxed at 20 per cent. 

The construction the plaintiff contends should be put upon the language 
is that the deduction is to be made from the whole of the net income and 
out of the balance of net income remaining an amount not in excess of 15 
per cent. of the invested capital is to be taxed at 20 per cent. 
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As the defendant computes the tax, the figures and result are as follows: 
Taxed Exemption 











Not over— income deducted Balance Rate Tax 
15% of invested capital $100,894.69 $63,536.82 $37,357.87 20% $7,471.57 
20% of invested capital 33,631.56 ......... 33,631.56 25% 8,407.89 
25% of invested capital errr 33,631.56 35% 11,771.04 
33% of invested capital ta 53,810.50 45% 24,214.73 
Balance ree 200,477.27 60% 120,286.36 

422,445.58 63,536.82 358,908.76 .... 172,151.59 
As the plaintiff computes it the figures and result are as follows: 
Taxed 
Not over— income Rate Tax 

15% of invested capital $100,894.69 20% $20,178.94 

20% of invested capital 33,631.56 25% 8,407.89 

25% of invested capital 33,631.56 35% 11,771.04 

33% of invested capital 53,810.50 45% 24,214.73 

Balance 136,940.45 60% 82,164.27 

358,908.76 ety 146,736.87 


A comparison of the two methods shows that by making the deduction 
from the first item of 15 per cent. of invested capital the amount taxed at 
the 20 per cent. rate is diminished by the amount of the deduction and 
the amount taxed at the 60 per cent. rate is increased by the amount of 
the deduction, with the result that the plaintiff has ‘been required to pay 
the difference between 60 per cent. and 20 per cent. or 40 per cent. tax 
upon $63,536.82, the amount of the deduction, or $25,414.72, less the 
normal tax of 2 per cent. and 4 per cent., amounting to $1,534.88, leaving 
$23,889.84, and that amount the plaintiff claims was unlawfully included 
in the assessment and unlawfully collected. 

The language of section 201 is at first glance somewhat confusing. 
Plausible arguments have been presented by able counsel on both sides 
setting forth their opposing contentions as to the meaning of the section. 

Does its language mean that the first of the graduated percentages of 
tax is to be 20 per cent. upon an amount not in excess of 15 per cent. of 
the invested capital out of what remains of the net income after making 
the deductions? Or does it mean it is to be 20 per cent. of the difference 
between the deduction and 15 per cent. of the invested capital? 

It will be noted that while the paragraph providing for the 20 per 
cent. tax places it upon the amount of the net income in excess of the 
deduction and not in excess of 15 per cent. of the invested capital the 
remaining clauses contain no provision for the deduction. The revenue 
office supplies that omission by providing in its regulations that if the 15 
per cent. of the invested capital is exceeded by the deduction the excess of 
deduction is applied to the net paragraph, and so on through the succeed- 
ing provisions for graduated tax. So that in an illustration set out in 
the regulations no tax is charged at all under any of the percentages 
except the highest and final rate of 60 per cent. of the net income in excess 
of 33 per cent. of the capital. That method is attacked by the plaintiff 
upon the ground that such construction prevents uniformity and equality 
in the application of the tax, and is therefore in violation of the principles 
of law governing taxation. 

It is asserted that the language in controversy is ambiguous. It is not 
ambiguous in the sense that it can not be determined from its language 
that a tax is to be laid upon incomes in excess of normal pre-war profits 
and that it is to be based upon certain graduated percentages set out in 
the act. If it is ambiguous, its ambiguity consists in the fact that it does 
not make it clear by what method the deduction is to be allowed; whether 
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the amount of the exemption is to be taken first from the total net income 
or only from that part of it which does not exceed 15 per cent. of the 
invested capital. 

A large part of the difficulty in construing the 20 per cent. paragraph 
arises from the fact that the amounts involved are expressed in descriptive 
terms and not in figures. If the act taxed the amount of the net income 
in excess of $50,000 and not in excess of $100,000, we would have no diffi- 
culty in understanding that the amount to be taxed was the difference 
between $100,000 and $50,000. 

We have, however, undisputed in the case, the amount of the net in- 
come, the amount of the deduction, and, having the invested capital for 
the year, we have 15 per cent. of that. 

Stating the paragraph with the figures representing the deduction, and 
those representing 15 per cent. of the invested capital instead of their 
equivalent terms, we have 20 per cent. of the amount of the net income 
in excess of $63,536.82 and not in excess of $100,894.69. 

If the paragraph is so stated it plainly means that the amount to be 
taxed at 20 per cent. is the difference between $100,894.69 and $63,536.82. 
In the next paragraph substituting in the same manner, we have 25 per 
cent. of the amount of the net income in excess of $100,894.69 and not in 
excess of $134,526.26. 

As the 20 per cent. paragraph is the only one in which the deduction 
is stated, and in the succeeding paragraph the tax is clearly placed upon 
the difference in the percentages of invested capital, it is apparent that 
it was the intention of Congress by the repeated use of the words “in 
excess of” and ‘not in excess of” to have the same meaning apply to these 
words where used in the first paragraph as where used in the subsequent 
paragraphs, thus imposing no tax upon the net income up to the amount 
of the deduction, but imposing the lowest rate of tax upon the difference 
between the deduction and 15 per cent. of the invested capital, imposing 
the net tax upon the difference between 15 and 20 per cent. of the invested 
capital, and so on, until in the last percentage paragraph the highest rate 
of 60 per cent. applies to all net income in excess of 33 per cent. of invested 
capital. If there is any ambiguity in the act, it may affect cases where 
the deduction exceeds 15 per cent. of the invested capital. In this case 
that situation is not present. So that the method adopted by the Com- 
missioner of Internal Revenue in such case, in allowing the residue of the 
deduction not absorbed under the 20 per cent. rate against the next gradu- 
ated rate and so on until the entire deduction is absorbed, is not before 
the court, unless the plaintiff is obliged to pay taxes through lack of 
equality and uniformity of application of the law which other taxpayers 
escape. 

If the question were presented, it would be open to the contention that 
inasmuch as the deduction is only provided for in the clause concerning 
the 20 per cent. rate, the method adopted by the revenue office is a liberal 
construction in favor of the taxpayer who under a strict construction in 
favor of the government might be held entitled only to a deduction which 
did not exceed 15 per cent. of invested capital. 

The tax is imposed, however, not upon stated amounts of income, but 
by graduated percentage rates upon graduated percentages of income. 
The tax is laid upon the income in excess of what congress considered 
represented a reasonable, normal profit made during the pre-war period 
and between minimum and maximum percentages 1s applied to the in- 
vested capital during the taxable year. Under the designated percentages 
uniform rules apply to all corporations alike in similar circumstances 
upon their net income if in excess of the deduction whether the invested 
capital be great or small, and whether the profits be great or small. 

In allowing the deduction, congress has the power to apply it so it will 
reduce the tax at any of the graduated rates. By reducing the amount of 
tax to be paid at the lower rates, it increases the amount to be paid at the 
higher rates, so that the higher rates apply more heavily in proportion to 
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the percentage of profits in excess of the pre-war basis; and that is what 
congress evidently intended. I fail to see that in making this distinction 
congress transcended its powers or that the tax lacks in equality and uni- 
formity among those on whom the percentage taxes, based on percentages 
of income and percentages of invested capital, are imposed. 

Nor am I convinced that the plaintiff suffers under any inequality of 
burden through having its tax computed under the same rules which apply 
to all other corporations in the same circumstances. 

Judgment may be entered for the defendant with costs. 





Virginia Society of Public Accountants 
At a meeting of the Virginia Society of Certified Public Accountants 
held September 3, 1921, at Richmond, the following officers were elected: 
W. S. Taylor, Norfolk, president; T. Jack Bagby, Richmond, vice-presi- 
dent; W. R. Tolleth, Norfolk, secretary and treasurer. 





Certified Public Accountants of Massachusetts, Inc, 


At a meeting of the Certified Public Accountants of Massachusetts, Inc., 
held September 7th, Robert Douglas was elected treasurer to fill the 
vacancy caused by the death of Gerald Wyman, and Charles F. Rittenhouse 
was elected a member of the executive committee. 





Washington Society of Certified Public Accountants 


At the annual meeting of the Washington Society of Certified Public 
Accountants held in Seattle August 27th, the following officers were 
elected: A. S. Hansen, president; J. P. Robertson, vice-president; E. P. 
Jarvis, secretary and treasurer; Carl G. Prestrud, auditor. The directors 
are James P. Robertson, William McAdam, Pearce C. Davis, A. S. Hansen 
and E. P. Jarvis. 





Smith, Robertson & Co. announce the removal of their Seattle office to 
1121-4 White building. 





Raymond L. Beales and William P. Gibson announce the formation 
of a partnership under the firm name of Beales & Gibson, with offices 
at 165 Broadway, New York. 





Frederick J. Smith and Frederick E. Herbert announce the formation 
of a partnership under the firm name of Smith, Herbert & Co., with 
offices at 800 Broad street, Newark, New Jersey. 





W. R. Mackenzie & Son of Portland, Oregon, announce the opening 
of an office at 61 Broadway, New York, under the management of Charles 
Arthur Mackenzie. 





Frederick MacLeod announces the opening of an office for the practice 
of accountancy in Kohl building, San Francisco, California. 





Billings, Woodford & Co. announce the opening of an office in the 
Allyn House, Hartford, Connecticut. 
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Epitep sy H. A, FINNEY 


[The reader is reminded that the following attempts to answer questions 
set in the examinations of the American Institute of Accountants are not 
official. The board of examiners of the Institute has neither seen nor 
approved these answers. ] 


AMERICAN INSTITUTE OF ACCOUNTANTS EXAMINATIONS 


EXAMINATION IN CoMMERCIAL LAw—May 19, 1921—9 a.m. to 12.30 p.m. 
Answered by Jonn C. TEEVAN 


Give reasons for all answers 


NEGOTIABLE INSTRUMENTS 
Answer three of the following four questions: 
Ouestion r. The R. I. Company gave the following note in payment 
for goods purchased: 
$7,500. Albany, N. Y., June 1, 1929. 


Three months after date we promise to pay to the order of A. B. 
Corporation seventy-five hundred dollars at the Albany Trust Com- 
pany. Value received. 

Joun SmitH, Pres. 
ELMER H. Brown, Treas. 


The note was written on a blank note across the margin of which 
appeared the words “R. I. Company.” The note was discounted for the 
payee by the Citizens National Bank and upon non-payment thereof the 
bank brought suit against Smith and Brown. Could the bank recover? 


Answer. Smith and Brown are personally liable on this note, and the 
bank can recover. There is nothing in the body or signature of this note 
to signify that it is an obligation of the R. I. Company. The fact that 
the signers of the note, Smith and Brown, placed after their signatures 
the title of their office, does not lessen their personal liability in any way. 
Such titles are merely distinctive of the persons; they do not qualify the 
liability of the persons so signing and do not impose any liability on 
the corporation of which they are officers. On the other hand, if the 
indebtedness was actually that of the R. I. Company, and the bank was 
aware of this when it discounted the note, some courts would admit 
evidence to this effect and would hold that Smith and Brown were not 
liable. 

Question 2, What constitutes a party a holder of a negotiable instru- 
ment (a) for value, (b) in due course? 

Answer. (a) A holder for value is one who in consideration of the 
transfer to him of a negotiable instrument has actually parted with some- 
thing of value. Value here is not synonymous with legal consideration, 
which may be merely an executory promise. A holder for value must 
actually give whatever was agreed upon. Value, however, need not be 
adequate. That is, the sum or thing given may be considerably less than 
the face of the instrument, but the holder will nevertheless be entitled to 
the full face value of the instrument. 
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(b) A holder in due course is one who has acquired a negotiable instru- 
ment which is complete and regular on its face, for value, in good faith, 
and before it was overdue. 

Question 3. What are the liabilities of a person who negotiates an 
instrument (a) by delivery, (b) by indorsement without qualification ? 

Answer. (a) One who negotiates an instrument by delivery is liable to 
his immediate transferee, and to him only, in the event that the paper is 
not paid because (1) of incapacity of prior parties; (2) the instrument 
was not genuine; (3) his title was defective; or (4) because he had 
knowledge of facts impairing the validity of the instrument. 

(b) One who negotiates an instrument by endorsement without quali- 
fication thereby warrants that all prior parties have the capacity to enter 
into binding contracts; that the instrument is genuine; that his title to the 
instrument is genuine; that the instrument will not be dishonored by non- 
acceptance or non-payment. He undertakes that if for any of these 
reasons or otherwise, the instrument is not paid upon maturity, he will 
pay the amount thereof to the holder provided proper steps are taken by 
the holder to charge him. 


Question 4. Define a bill of exchange. 

Answer. Section 126 of the negotiable instruments law defines a bill 
of exchange as follows: “A bill of exchange is an unconditional order 
in writing addressed by one person to another, signed by the person 
giving it, requiring the person to whom it is addressed to pay on demand, 
or at a fixed or determinable future time, a sum certain in money to order 
or to bearer.” 

ConTRACTS 
Answer two of the following three questions: 


Question 5. X, a New York dealer, purchased 25 barrels of specially 
graded and packed apples from a producer at Hood River, Oregon. These 
apples he afterwards resold to Y under a contract which specified an 
agreed price on delivery at Y’s place of business in New York. The 
apples were shipped to X from Oregon but, through no fault of either 
X or Y, were totally destroyed before reaching New York. Is there any 
liability resting upon X? 

Answer. The contract under which X sold the apples to Y specified an 
agreed price on delivery at Y’s place of business in New York. Under 
rule 5 of section 19 of the uniform sales act, if the contract requires the 
seller to deliver the goods to the buyer, title does not pass until the goods 
have so been delivered to the buyer. The title to the apples was thus in X 
and had never passed to Y. 

Section 8 of the uniform sales act, clause one, provides that “where 
there is a contract to sell specific goods, and subsequently but before 
the risk passes to the buyer, without any fault on the part of the seller 
or buyer, the goods wholly perish, the contract is thereby void.” This case 
comes within this rule and hence there is no liability resting on X. 

Question 6. On January 31, 1921, Travis & Wood, commission mer- 
chu...s at Buffalo, N. Y., wrote a letter to Vassar & Camp at New York, 


offering to sell 500 gallons of linseed oil at a certain price per gallon. 
The letter was received by Vassar & Camp on February 2, 1921, and 
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they on the same day mailed a reply to Travis & Wood, accepting the 
offer and giving directions as to shipment. On February 3, before the 
receipt of the acceptance, Travis & Wood telegraphed, revoking the offer. 
Was the revocation effectual to prevent the consummation of the agreement? 

Answer. Travis & Wood in communicating their offer in the form of 
a letter, thereby impliedly authorized an acceptance thereof through the 
same channel, namely, the United States mails. Vassar & Camp in mailing 
their acceptance on the same day that they received the offer thereby 
accepted the offer within a reasonable time. Having once mailed the 
letter, it was in effect delivered to the offeror’s agent and passed out of 
the offeree’s control. Hence at the moment the letter was placed in the 
mails, assuming it was properly stamped and addressed, the acceptance 
was completed and a valid contract then formed. Nothing that could 
happen subsequently could affect the existence of the contract except by 
mutual consent of the parties. Hence the attempted revocation by wire 
despatched on the day following the mailing of the acceptance, even though 
before the acceptance was received, was ineffectual to set aside the con- 
summation of the contract. 


Question 7. Define an express warranty. 


Answer. Section 12 of the uniform sales act defines an express war- 
ranty to be any affirmation of fact or any promise by the seller relating 
to the goods, if the natural tendency of such affirmation or promise is 
to induce the buyer to purchase the goods. Affirmation as to value or 
statements of opinion are not warranties. 


PARTNERSHIP 
Answer one of the following two questions: 


Question 8. George B. Lewis was a special partner in the limited 
partnership of Bradley & Smith, his contribution to capital being the 
sum of $50,000. Under the provisions of the co-partnership agreement, 
the partnership expired January 6, 1921. On January 7, 1921, Lewis re- 
ceived from the firm the sum of $50,000, thus withdrawing his contri- 
bution to capital. James A. Grant, to whom the firm had become indebted 
in the sum of $75,000, who had been unable to collect his debt, sued the 
co-partnership in February, 1921, naming as defendants both general part- 
ners and Lewis, the special partner. Did Lewis have any defense to 


the action? 

Answer. Assuming that the indebtedness to Grant existed prior to 
January 6, 1921, while Lewis was a special partner, the $50,000 capital 
repaid to Lewis is subject to the payment of such indebtedness or any 
other firm indebtedness existing while Lewis was a special partner. Be- 
yond this amount Lewis is not liable. Answering the question more 
specifically, Lewis has a defense of a technical nature. The general part- 
ners returned his capital after the expiration of the partnership and are 
bound by any consequences of this act as between themselves and Lewis. 
Firm creditors, however, are not so bound and as to them the $50,000 
is available to satisfy former debts. It would be necessary, however, in 
this case, in the circumstances, for Grant to sue the general partners 
only, and exhaust his remedy against the co-partnership assets. Then 
failing so to satisfy his claim out of the co-partnership assets, he could 
file a creditor’s bill against Lewis and recover up to the extent of $50,000. 
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Question 9. G and H were co-partners engaged in the warehouse busi- 
ness. H issued a warehouse receipt which represented that the firm had 
on storage for Nash & Son 6,500 bushels of wheat. Nash & Son, on the 
credit of the receipt, obtained a loan from Robbins of $4,000, the ware- 
house receipt being transferred to Robbins. Thereafter Robbins duly 
demanded the grain from G and H, when it was found that H, without 
knowledge of his co-partners, had conspired with Nash & Son and had 
issued a false receipt? Robbins thereupon sued both G and H. 

Was G liable in any way? 

Answer. G is liable as a member of the partnership G and H. The 
issuance of the warehouse receipt was a matter within the scope of the 
partnership business. As to third persons, H as a co-partner of G had 
full authority to perform any act with reference to the partnership 
business, and such act would be binding upon the partnership. The fact 
that the issuance of the receipt by H was fraudulent and that G was 
innocent in the matter does not lessen the liability of G in any way. Each 
partner is the agent of the firm while engaged in partnership affairs and 
the partnership is liable for the torts of each co-partner committed within 
the scope of his agency. G is therefore liable with H for the return of 
the money to Robbins. 

CorPORATIONS 
Answer both the following questions. 


Question 10. Brown, a director of the X Realty Corporation, received 
from the Y Construction Company the sum of $500 in payment for Brown’s 
services in inducing the X Realty Corporation to award a certain con- 
tract to the Y Company. The X Realty Corporation afterward learned 
of the payment and sued Brown, seeking to recover the amount so paid 
to Brown by the Y Construction Company. 

Could the X Realty Corporation succeed? 

Answer. Brown, being a director, occupied a fiduciary relation to the X 
Company. It was therefore his duty to see that the contract with the Y Com- 
pany was secured at the lowest possible price. Obviously if the Y Company 
could afford to give Brown $500 it could have made the price $500 less 
to the X Company. It was Brown’s duty to see that this was done. 
Furthermore, because of the gift, Brown may have passed up a contract 
more favorable to his company from some other concern which was un- 
willing to make such a gift to Brown. Even, however, if the contract 
with the Y Company was the most favorable that could be secured, Brown 
still was guilty of a breach of faith, He must therefore account to his 
company for the $500 and surrender this sum to it. It is firmly estab- 
lished that in accepting secret gifts from one who is dealing with his 
corporation, a director commits a breach of trust and may be forced to 
turn over to the corporation all moneys so received. 

Question 11. To what extent is a corporation bound by agreements 
made by its promoters prior to and connected with its incorporation? 

Answer. The general rule is that a corporation, on coming into exist- 
ence, is not liable for agreements made by its promoters prior to actual 
incorporation. This applies to all such agreements, including those entered 
into by the promoters of the corporation “connected with its incorporation,” 
which cover such items as lawyers’ fees, state fees, recording fees and 
similar organization expenses. In some states it is expressly provided in 


303 











The Journal of Accountancy 








the statutes that the corporation shall be liable for all expenses incurred 
in its organization. The reason for the general rule above stated is that 
a corporation, not yet being in existence, cannot possibly be a party to a 
contract. It can, however, on coming into being, expressly or impliedly 
adopt pre-corporate contracts made by its promoters and hence become 
liable for the contract price or fair price, as the case may be. 


BANKRUPTCY 


Answer the following question: 

Question 12. Name three “acts of bankruptcy,” the commission of any 
one of which by an insolvent person furnishes grounds for the filing 
of a petition in bankruptcy. 

Answer. 1. To transfer, while insolvent, any portion of his property 
to one or more of his creditors with intent to prefer such creditors over 
his other creditors. 

2. To suffer or permit, while insolvent, any creditor to obtain a prefer- 
ence through legal proceedings, and not have vacated or discharged such 
preference at least five days before a sale or final disposition of any property 
a‘fected by such preference. 

3. To make a general assignment for the benefit of his creditors, or, 
being insolvent, to apply for a receiver or trustee for his property, or to 
have a receiver or trustee put in charge of his property because of 
insolvency. 

FeperAL INCOME TAX 


Answer the following question: 


Question 13. In June, 1915, A purchased a dwelling for the sum of 
$15,000. He resided in the dwelling until December 1, 1920, when he 
sold the property at a loss. During 1920 he paid out for taxes $186, 
for insurance $60, for repairs $130, for interest on mortgage $250. His 
net loss on the sale was $1,200. 

In preparing A’s income-tax return for 1920, how would you treat 
the items specified? 

Answer. The taxes and interest would be shown as deductions from 
income on A’s return. As A resided in the house himself, he would not 
be allowed to show the insurance or repairs as deductions. If the property 
were purchased for re-sale, the loss on the sale would be deductible, other- 
wise not. It is assumed that depreciation was considered in determining 
the net loss, as for the purpose of ascertaining the loss or gain on the 
sale of property, this item must be considered. The fact that A apparently 
occupied the house from the time of purchase to the time of sale, a 
period of over five years, would seem to constitute prima facie evidence 
that A purchased the house for residence purposes and not for re-sale, 
in which event, as above stated, the loss on the sale would not be deductible. 


ParTNERS’ Loans IN LIQUIDATION 


Several letters have been received by the editor of this department 
expressing doubt as to the propriety of the solution to problem 3 of 
part 1 of the American Institute examination of May, 1921. This solution 
was published in the July issue. The problem follows. 
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A, B, C and D have decided to dissolve partnership. To that end they 
have liquidated all their liabilities; and at the date of the first division 
of cash among the partners the conditions are as follows: 


























Partners Capital Loans Profit-and-loss ratio 
eR $ 7,000 40% 
MP iwaveenenal 19,000 6,000 30% 
EE Ra eee 12,000 14,000 20% 
Pepe Os 7,000 13,000 10% 
Totals ........ $60,000 $40, 100% 
Cash available for distribution ..................e.eee- $20,000 
Other assets not yet realized (of doubtful value) ...... 80,000 
BORD oo 6s cto cetuebe’eeschnbadcnuanieen eee $100,000 


State which partners should participate in the distribution of the 
$20,000; how much cash each should receive; whether the payments 
should be applied against the capital accounts or the loan accounts. Explain 
the procedure of determining the distribution. Assume that none of the 
partners has any private property. 


The $20,000 was divided in the solution: C, $8,666.67 and D, $11,333.33, 
and the payments were charged to the loan accounts. The reasons for 
the distribution were explained, but apparently the explanation was not 
adequate. The following !etter is typical of objections raised: 


Editor, Students’ Department: 

Sir: Referring to solution to problem number three, part one, of the 
last Institute examination, I wish to state that I can not quite see where 
you are justified in making the distribution as you did. It seems to me 
you are violating the rule of partnerships. 

Loans are liabilities of the partnership quite different from capital. 
Liabilities to outsiders or creditors are liquidated first of all. Next the 
loans of partners are liquidated and finally the capital is paid back to 
the individual partners. From this method of distribution (which by the 
way is in accordance with the law) one would be led to believe that the 
$20,000 available to be distributed should be used to liquidate the liabilities 
or loan accounts. That would mean each one would receive fifty cents 
on the dollar. When it comes to liquidating liabilities of a same class one 
can not give any one or group preference over another or others, and 
that is what you are doing when you make the distribution as shown in 
your solution. The only reason partners make loans to the partnership is 
that they have preference in case of liquidation. The fact that the 
partners have no private property has no bearing on the distribution of 
the available funds. Any shortage in a partner’s capital account will be 
taken care of when the final distribution of capital is made. The shortage 
of any capital accounts will have to be borne by the others, one of the 
risks of the partnership relation. 

The method you use for showing possible losses is used when there are 
no loan accounts because loans are liabilities. In other words, just where 
there are certain capital accounts, available cash and unrealized assets, 
that method works out satisfactorily. Partnership law states contributions 
to the partnership fund can not be treated as capital unless’ specifically 
stipulated, therefore one is not justified in combining them (loans and 
capital). Of course I realize that the solution given by you is just 
your opinion, and not the authorized solution, but I should be glad to 
hear from you further. 

Yours truly, 
Detroit, Michigan. B. H. VoerKker, 
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It is true that partners’ loans take precedence of partners’ capitals in 
liquidation, but it is also true that the partnership agreement as to the 
division of profits and losses takes precedence of every other consideration, 
so far as the relations of the partners among themselves are concerned. 
If a partnership becomes insolvent the amount to be repaid to partners on 
their loan and capital accounts should be the amount remaining to their 
credit after all losses have been charged. And if the capitals are not 
sufficient to bear the respective losses, the excess of any partner’s agreed 
loss over his capital should be charged to his loan account. To make 
this point as clear as possible, let us assume that the $80,000 remaining 
assets are known to be absolutely worthless instead of merely doubtful. 
How should the $20,000 cash be divided? The first step would be to 
charge off the $80,000 loss, as follows: 


Acapital Bcapital Ccapital D capital 
Capitals—per problem ...... $22,000.00 $19,000.00 $12,000.00 $ 7,000.00 
Loss—in profit-and-loss ratio 32,000.00 24,000.00 16,000.00 8,000.00 





Debit balances in capital accts. 10,000.00 5,000.00 4,000.00 1,000.00 








These debit balances in the capitals should be transferred to the loan 
accounts, as follows: 


A loan B loan C loan D loan 
Balances—per problem ..... $ 7,000.00 $ 6,000.00 $14,000.00 $13,000.00 
Less capital deficits ........ 10,000.00 5,000.00 4,000.00 1,000.00 








Debit balance in loan account 3,000.00 
Credit balances in loan acct. 1,000.00 10,000.00 12,000.00 


Since the partners are said to have no outside property, it will be 
impossible for A to pay in his debit balance of $3,000 to make good all 
his share of the partnership loss. Therefore the $3,000, which A ought 
to bear but can not, will have to be borne by the other partners and should 
be charged against their accounts in their profit and loss ratio, after 
eliminating A’s 40%. That is, the $3,000 will be charged to the other 
partners on the basis of 60ths, as follows: 


_ ear: 30/60ths or $1,500.00 
per: 20/60ths or 1,000.00 
D ......10/60ths or 500.00 


Writing off the debit balance in A’s account will therefore produce 
the following results: 





B loan C loan D loan 
Credit balances as above .............. $ 1,000.00 $10,000.00 $12,000.00 
Less loss on A’s account .............. 1,500.00 1,000.00 500.00 
Debit balance in loan account .......... 500.00 
Credit balances in loan accounts ....... 9,000.00 11,500.00 


B ought to pay in $500 to bear the loss agreed to, but since he has no 
other assets, it will be impossible for him to do so. Therefore this balance 


306 























Students’ Department 














must be charged to C and D in their profit-and-loss ratio, which is 
20% and 10%, or % and %, with the following results: 


C loan D loan 
Credit balnmees 06 GROVE oo occcwcuskceudcscncouves $ 9,000.00 $11,500.00 
Less loss en 6 GOCE on. vckks cncdadanvesusvens 333.33 166.67 





Amounts to be paid to C and D (as per soiution) 8,666.67 11,333.33 








It seems to me that there is no question as to the propriety of this 
method if the $80,000 remaining assets are known to be worthless. Charg- 
ing off this known loss would produce the capital deficits shown above. 
Thése amounts are debts due to the partnership by the several partners. 
The loan accounts are debts due by the partnership to the partners. It 
certainly is true that the partnership has the right to offset and can deduct 
the debts due by the partners (per the capital deficits) from the debts 
due to the partners (per the loan accounts). 

If this is conceded to be the correct method of procedure in case the 
$80,000 is known at the present time to be a total loss and $20,000 is all 
there will ever be to distribute among the partners, it would seem that 
this is the correct method of dividing the $20,000 if the $80,000 is found 
to be a loss tomorrow or at some other future date. In other words, the 
liquidator should give first consideration to the profit-and-loss agreement, 
which takes precedence of all other agreements or understandings, and should 
make the distribution of $20,000 in such a way that it will be correct 
in case the $80,000 should prove to be a loss. In that event A should 
receive nothing, B should receive nothing, C should receive $8,666.67 and 
D should receive $11,333.33. If the $20,000 is divided in any other way, 
and the $80,000 is lost, the partners will not share losses as agreed. So 
long as there is even a possibility that the $80,000 will be entirely lost, 
the cash on hand should be divided in such a way as to leave the unpaid 
balances of capitals and loans in amounts exactly equal to what each 
partner should lose. 

Mr. Voelker says: “When it comes to liquidating liabilities of a same 
class one can not give any one or group preference over another or others, 
and that is what you are doing when you make the distribution as shown 
in your solution.” It is true that all liabilities of the same class must be 
similarly dealt with, but they must be dealt with in the light of all 
associated facts. If a concern has ten creditors on open account and 
one of these is also a debtor for goods purchased, would not the concern 
have the right to offset the account receivable against the account payable 
to determine the net liability? And having made the offset, would a 
preference thereby be given to any one creditor or group of creditors? 
If the right of offset can be exercised against creditors, it can be exercised 
against partners’ loans also. 

Mr. Voelker is basing his argument on the theory that partners’ loans 
are liabilities, and this is good theory. Let us assume that the four 
partners are outside creditors with accounts equal to their loans. Because 
of contractual obligations entered into with the partnership, A and B 
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may owe the partnership amounts larger than the balances now due to 
them by the partnership. If it is known that A and B have no assets and 
if there is a considerable probability that the contractual obligations will 
result in a debt on the part of A and B to the partnership which will 
more than offset the indebtedness to them, it certainly would not be 
wise nor equitable to pay them anything until the results of the con- 
tractual obligation are known. 

This is exactly the condition of A and B with their loan accounts. 
It is conceded that the loan accounts are liabilities, but the loans of A 
and B are not in the same class with those of C and D. A and B have 
contractual obligations with the partnetship to bear losses in a certain 
proportion, and the fulfilment of this obligation may result in the entire 
exhaustion of their loan accounts as well as their capitals. C and D are 
not in this position because they can bear their entire losses and a portion 
of the losses of A and B as well and still have balances coming to them 
from the partnership on their loan accounts. 

Mr. Voelker further says: ‘“‘The only reason partners make loans to 
the partnership is that they have preference in case of liquidation. [He 
overlooks the fact that this preference is subject to the right of offset.] 
The fact that the partners have no private property has no bearing on the 
distribution of the available funds. [To a certain extent this is true because 
the right of offset would be exercised in any event if the losses exhausted 
the capitals. That is, the capital deficit would be offset against the loan 
instead of paying the loan and collecting the capital deficit from the 
partners’ private funds. But in a further sense it is not true because if 
A and B had funds outside the business it would not be necessary to charge 
off the $3,000 and $500 debit balances in their loan accornts.] Any shortage 
in a partner’s capital account will be taken care of when the final distri- 
bution of capital is made.” 

The last sentence requires further consideration. We have already 
seen that if the entire $80,000 is lost, the loss should be borne as follows: 

A B Cc D 
Total loss—in profit-and-loss ratio $32,000.00 $24,000.00 $16,000.00 $ 8,000.00 
Less excess of loss over capital 


I Na a ae ahaa Cinta 3a 3,000.00 
A’s debit balance charged to B, 
af 4 er ee 1,500.00 1,000.00 500.00 
Total charged to B ........... 25,500.00 
Less excess of loss over capital 
ER Ae ane 500.00 
B’s debit balance charged to C 
NE eo ns aun klnn wines 333.33 166.67 





Total equitable loss to each partner $29,000.00 $25,000.00 $17,333.33 $ 8,666.67 








If we follow Mr. Voelker’s plan of paying each loan account fifty 
cents on the dollar, and if the remaining $80,000 is lost, the losses borne 
by each partner will be as shown in the following table. 
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‘ A B C D 
Total capital account .......... $22,000.00 $19,000.00 $12,000.00 $ 7,000.00 
One-half of loan accounts ...... 3,500.00 3,000.00 7,000.00 6,500.00 
(ee Bene pre rs $25,500.00 $22,000.00 $19,000.00 $13,500.00 








By this plan A and B do not bear as much loss as they should in 
accordance with their agreement, and C and D bear more than they 
should. Mr. Voelker says, “Any shortage in a partner’s capital account 
will be taken care of when the final distribution of capital is made. The 
shortage of any capital accounts will have to be borne by the others, one 
of the risks of the partnership relation.” It is true that if one or more 
partners can not bear all of the loss they agree to bear, the other partners 
must bear a portion of the loss for them, and this is one of the risks of 
the partnership relation. But the risk is modified somewhat by the fact 
that a partner with insufficient capital to bear his agreed loss can be 
compelled to bear it out of outside property or out of a loan account. 
Under the best arrangement possible, C and D have to bear a portion of 
the losses of A and B—there seems no justice in increasing the risk and 
the loss by making payments to A and B. 

The plan suggested in the printed solution safeguards C and D against 
this injustice and guarantees a division of the loss in as nearly the agreed 
ratio as is possible considering the fact that A and B have not enough 
property to bear all of their agreed loss. On the other hand, no injustice 
is done to A and B. They are not required to lose more than they 
agreed to lose, and if the remaining $80,000 realizes a sufficient amount, 
their loans will be paid in full. After distributing the $20,000 as sug- 
gested in the solution, the accounts will appear as follows: 


Ai RE Ss vice Sees $22,000.00 
DD GRE i os sos cous 19,000.00 
| ee 12,000.00 
DP OE ids Sida cue 7,000.00 
RP ss So oeanecnen 7,000.00 
fee na 6,000.00 
Ge: I Soca slecletacacaealiiea 5,333.33 
ED MOR bs cas kee esnn 1,666.67 

POE icing stisces $80,000.00 


If the remaining $80,000 of assets realize $50,000, there will be $30,000 
loss to charge off, with the following results: 
Payments Loans paid Total cash 


Capitals Loss on capital infull distribution 

, re $22,000.00 $12,000.00 $10,000.00 $7,000.00 $17,090,00 
Bi cis eae 19,000.00 9,000.00 10,000.00 6,000.00 16,000.00 
_ a REN. 12,000,00 6,000.00 6,000.00 5,333.33 11,333.33 
Bas im ale 7,000.00 3,000.00 4,000.00 1,666.67 5,666.67 
Total cach GinteGRGGtl o..< o's iseviien sos auvédeneaaeeesctonan $50,000.00 
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The two payments liquidate the loans in full, as shown below: 








A B Cc D 
First distribution ........... $ 8,666.67 $11,333.33 
Second distribution ........ $ 7,000.00 $ 6,000.00 5,333.33 1,666.67 
I ccsumbdtsrhtiacedes $ 7,000.00 $ 6,000.00 $14,000.00 $13,000.00 











Each partner receives such a proportion of his capital as remains after 
charging him with his agreed share of the partnership loss. It is true that 
A and B have to wait for payments on their loans. But there is no other 
way for a liquidator to safeguard himself against the danger of paying 
A and B more than they will eventually be entitled to unless he waits for 
his first distribution to the partners until enough assets have been collected 
so that the capitals of the partners are sufficient to cover their possible 
loss on the residue. The problem precludes this alternative by requiring 
a distribution of the $20,000. 

-The entire argument may be summarized as follows: A partner is 
obligated to bear his agreed loss, even though this loss exceeds his capital; 
the excess may be collected from him out of private funds, or may be 
offset against a loan to the partnership; as long as there is a possibility 
that the loss may exceed his capital, a partner’s loan should not be paid 
to him but should be held to absorb the excess loss. This is particularly 
true in case the partner has no outside property. 

Another letter raises a somewhat different point in the same problem: 


Editor, Students’ Department: 


Str: I have been studying your solution of problem 3 on page 68 of 
the July issue and would readily understand it if it did not involve loans from 
partners as well as partnership capital. You have combined the loans and 
the capital accounts of the partners in order to obtain the total credit for 
each partner. This has the effect of applying the profit-and-loss ratio to 
the unpaid loans, the same as to unreturned capital. This does not appear 
to me to be fair to C and D, who have the larger loans and put this 
extra amount of money into the business without having changed the 
profit-and-loss ratio. 

Let us assume that there is $60,000 available for payment instead of 








$20,000. According to your method, we would have the following pay- 
ments to partners: 

A B Cc D Total 
CONE -  k.64' wwe 650 ematnavele ane $22,000 $19,000 $12,000 $ 7,000 $60,000 
ee rer ee 7,000 6,000 14,000 13,000 40,000 
ND ND koe cises cannuans 29,000 25,000 26,000 20,000 100,000 
UD TOO is nvanccsin cabins 16,000 12,000 8,000 4,000 40,000 
rer re 13,000 13,000 18,000 16,000 60,000 


You will note that under these conditions A and B will have received 
all of their loans and also a part of their capital, while C and D have 
received only a portion of their loans and no capital. It is my under- 
standing that in partnership liquidation claims are settled in the following 
order: preferred debts, outside liabilities, partners’ loans, partners’ capital. 
This principle would be observed in the following solution of the original 
problem. 
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A B Cc D Total 
Lees ...2iickteuueen $7,000 $6,000 $14,000 $13,000 $40,000 
Cash payments (50%) ...... 3,500 3,000 7,000 6,500 20,000 
Eehee GED ic kn sxacdeosas 3,500 3,000 7,000 6,500 20,000 


This method would be applied until all loans have been paid; then 
payments would be made in accordance with method you have used in 
your solution. 


Your opinion of the latter method will be greatly appreciated. 
Yours truly, 
Washington, D. C. Ws. E. BisnHorr. 

The point which Mr. Bishoff is making is this: The law requires the 
payments of partners’ loans before the payment of capital, and yet a case 
might arise in which payments would be made on the capital accounts of 
some of the partners before the loan accounts of the other partners were 
paid in full. This point did not arise in the examination problem because 
payments were made on two loan accounts only. None of the loans was 
paid in full, and no payments were made on capital. 

The point is a good one because it seems to make application of the 
method in the solution a direct violation of partnership law, since capital 
payments might be made before loan payments are completed. Unfortu- 
nately, the illustration suggested by Mr. Bishoff does not involve the point 
he had in mind, because with $60,000 in cash it is possible to pay all of 
the loans in full and make payments on all of the capitals: to A $6,000, 
to B $7,000, to C $4.000 and to D $3,000. To bring out his point we shall 
change his illustration and assume that there is $40,000 in cash available 
for distribution and a possible future loss of $60,000. Applying the method 
used in the solution, the distribution of the $40,000 would be determined 
as follows: 





A B Cc D Total 
Cope 3... 65c4ekabnanenen $22,000 $19,000 $12,000 $7,000 $60,000 
Less possible losses .......... 24,000 18,000 12,000 6,000 60,000 
Credit balances ..........00s 1,000 1,000 
Debit’ DARRMINE: . 5. 6ckdsbakeon 2,000 


C has just enough capital to bear his possible loss; B and C each 
have $1,000 more capital than their possible losses, and hence each can 
be paid $1,000 on capital; A’s capital is $2,000 short of his possible loss, 
and hence this amount will be held out of his loan. Payments will therefore 
be made on loan accounts as follows: 








A B C D Total 
Balen: sicctsivenncetansean $7,000 $6,000 $14,000 $13,000 $40,000 
Less possible loss ............ 2,000 2,000 
Payments on loans .......... 5,000 6,000 14,000 13,000 38,000 
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The distribution on loans and capital combined would be: 





A B Cc D Total 

On loan accounts ........... $5,000 $6,000 $14,009 $13,000 $38,000 
Oh ere 1,000 1,000 2,000 
a ee ee deat 5,000 7,000 14,000 14,000 40,000 











We thus have this situation: 
A receives a portion of his loan and nothing on his capital; 
B receives all of his loan and a portion of his capital; 
C receives all of his loan and nothing on his capital ; 
D receives all of his loan and a portion of his capital. 


Clearly this does not conform to the rule of partners’ loans having 
precedence over partners’ capitals because B and D receive payments on 
their capitals before A receives payment of his loan in full. Nevertheless, 
if I were liquidator of a partnership with these conditions I should ask 
the partners to waive the law and consent to the distribution outlined 
above. Failing to obtain their consent I should make no liquidating pay- 
ments until further collections reduced the unrealized assets to $55,000. 
At that time A’s capital of $22,000 would be 40% of the possible $55,000 
loss, and it would no longer be necessary for me to retain a portion of his 
loan. This may seem an arbitrary position for a liquidator to take, 
but the law does not require him to make partial liquidating dividends 
and it does hold him responsible to any partner who loses more than his 
fair share on account of his conduct of the liquidation. 

To show how the liquidator might become personally liable by paying 
loans in full, let us return to the illustration. The capitals total $60,000, 
the loans total $40,000, there is $40,000 cash on hand and there is $60,000 
in doubtful, unrealized assets. The liquidator pays the loans in full, and 
after doing so finds that he is unable to collect anything from the remaining 
$60,000 in assets. When this loss is charged off, the condition becomes 
as follows: 





A B S D Total 
NE Cr spacings de hisyncean $22,000 $19,000 $12,000 $7,000 $60,000 
NO inca digo ake eee 24,000 18,000 12,000 6,000 60,000 
Se WOOD os aw nc cece cas 1,000 1,000 
PCE rT 2,000 


A is supposed to pay in the $2,000, and if the liquidator is able to 
collect it from him well and good. If not, B and D would probably 
sue him, setting up the claim that the law did not require him to make 
the distribution of $40,000; that he did so on his own initiative: and that 
in so doing he imposed a loss of $1,000 each on them. While they might 
not be able to collect, the liquidator is certainly taking chances; on the other 
hand he is acting entirely within his rights and safeguarding his own 
interests if he offers the partners the alternative of their consent to the 
suggested distribution or no distribution at all until a later date. 
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Correspondence 


Mr. Eisner Explains 
Editor, The Journal of Accountancy: 


Sir: I have before me an editorial published in your valuable periodicai 
under the heading “As We Advance,” in which you quote certain remarks 
published by the Brooklyn Daily Eagle and purporting to have been 
uttered by me at a meeting of the bar association. 

I very much regret that you did not inquire of me first to ascertain 
whether I had been accurately quoted because I would have saved you the 
necessity of making any reply and would not have occasioned surprise to 
the many accountants who favor me with close professional relationship. 
Whatever may have been the impression which the reporter for the Eagle 
obtained, I think I can state rather precisely the tenor of my remarks for 
which I am sure no apology need be expected or should be offered. 

I stated that originally the regulations under the income-tax law and 
the forms were worked out principally by accountants; that the forms, 
particularly those under the 1918 law, were admirable in their self-auditing 
design and that the regulations went far in the direction of clarifying a 
statute which was very difficult of interpretation. 

What I did then say about the accountancy features and what probably 
confused the reporter was this: 

In the framing of the regulations there were included a number of 
propositions which, while excellent accounting theory, were not necessarily 
within the language or the spirit of the statute. One of these is the rule 
which requires the amount of taxes for the previous year paid out of the 
earnings for the taxable year and charged against them to be considered 
in reduction of the surplus of the previous year. I repeat that it is good 
accounting theory to charge the taxes against the earnings which gave 
rise to the taxes rather than against the earnings from which the taxes 
were paid, but there is no legal reason why, if the corporation as a fact 
paid its last year’s taxes out of this year’s earnings and this year’s profits 
were sufficient, without impairment of the surplus, to pay the taxes, that 
this fact should be ignored to satisfy a theory which was not embraced 
within the statute. 

I know that the committee on appeals and review has twice confirmed 
the position taken in the regulations, but I feel that I may fairly disagree 
with the income-tax unit, which is the accounting end of the department, 
in this and other regards quite as strenuously as I disagree with the 
solicitor’s office, which is the legal end, in holding that a taxpayer has 
even a right to waive effectually the three-year limitation within which to 
assess imposed on the commissioner of internal revenue by congress 
and thus give to the commissioner a right to make an assessment which 
congress, for reasons of its own, has withheld from him. 

I did dwell upon the rising growth and importance of the solicitor’s 
office and stated that I believed this to be an extremely healthy feature 
because it would tend to liberalize many of the constructions placed upon 
the statute by the income-tax unit; and this has in fact been the case. 
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I do not share the disregard of professional accountancy which seems 
to be characteristic of some members of my own profession and others. 
I fully appreciate that there is a distinct field for both professions in con- 
nection with the income tax. I see too often the sad effect of a lawyer’s 
essay into the field of accountancy and I likewise have read weird legal 
briefs in tax cases prepared by accountants. This venture into strange 
fields by members of either profession is futile and the taxpayer suffers. 

I trust that you will favor me by setting forth my position as herein 
related before your readers. Very truly yours, 

Mark EISNER. 





“Interest Rate of Investments” 
Editor, The Journal of Accountancy. 

Sir: My attention has been called by Mr. E. S. Thomas of Cincinnati 
to a misunderstanding which accounts for the discrepancy between my 
results and those published in Sprague’s Accountancy of Investment referred 
to in my paper in the July number of the Journat. In a preceding problem 
on page 219 he specifies a semi-annual bond, and I must have made the 
inference that if any other sort of bond than an annual bond were under 
discussion its character would be specifically indicated. No such indication 
was made in the problem in question, but if the bond is assumed to be a 
semi-annual bond the results given in the book are quite correct. 

Yours truly, 


Berkeley, August 29th, 1921. D. N. Lenmer. 





Leon Williams, John F. Fitzgerald and Arthur A. Ashton announce 
the formation of a partnership under the firm name of Williams, Fitz- 
gerald, Ashton & Co., with offices at 76 Dorrance street, Providence, 
Rhode Island. 


Haskins & Sells and Hollis, Tilton & Porte announce the consolidation 
of their practices as of August 1, 1921, under the name of Haskins & 
Sells, with offices in the Penobscot building, Detroit. 





Litle, Schietinger & Co. announce the opening of offices in Boston and 
Springfield, Massachusetts, under the direction of William H. Mannix. 





Gano & Co. announce the opening of an office at 104 Central 
block, Pueblo, Colorado. | 





Stewart, Watts & Bollong announce the removal of their offices 
to 50 State street, Boston, Massachusetts. 





Arthur Young & Co. announce that Richard Wilson has been ad- 
mitted as a partner in their Chicago office. 





Arthur Young & Co. announce the removal of their New York office 
to 82 Beaver street. 
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